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NOTE 


After the preface which appears in the first vol-jine of this 
book had been printed, it was found desirable to change the or¬ 
der of some of the sections that appear in Voluitie II. For this 
reason it is necessary to correct here the statement in the pre¬ 
face with regard to the authorship of the sections and chapters 
whose order has been changed. 

As the volume now is organized, Mr. Carey wrote all of sec¬ 
tion 11 except chapter 44; Mr.Harriss wrote section 12; Mr. Havlik 
wrote section 13. Chapter 44 is based on a memorandum prepared by 
one of my former research students, Mr. Lyle C. Fitch. We are 
greatly indebted to Mr. Fitch for having prepared so competent - 
and readable - a treatment of a complicated subject. 

Section 8 was written for this book by Carl T. Schmidt. Chap 
ters 30 and 31 appear also in Mr. Schmidt's book, American Far¬ 
mers in the World Crisis, recently published by Oxford University 
Press. 

Chapters 33 and 34 were prepared by Mr. Harry Schwartz on 
the basis of material provided by Professor Goetz A, Briefs of 
Georgetown University. Chapters 35 and 36 also were written by 
Mr. Schwartz. 

Mr. H. I. Forman, chart maker for the National Bureau of 
Economic Research, has laid us heavily in his debt by the skill 
and care he showed in preparing the large charts which appear on 
pages 100, 102, 246, 502 and 503 of Volume I, and the chart show¬ 
ing use made of incomes distributed to individuals which appears 
In Chapter 37 of this voltime. 

Mr. William B. Stlbravy and Mr. Joseph Cropsey have shared 
in the editorial assistance and in preparing the index of this 
volume. Ihelr competent and unflagging aid has been of great 
value to the work. 

» ' * 

May 26, 1941 H. T. 
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Section VIIL AGRICULTURE AND THE MARKET 

INTRODUCTION 

strictly speaking, there Is no single "agricultural problem" 
in the United States today. The variety of proaucts, of tech¬ 
niques, of markets, of financial needs, etc., is perhaps as great 
in the case of agriculture as in the case of manufacturing indus¬ 
tries. The conditions and the problems of a Long Island truck 
farmer are quite different from those of a cotton planter in Mis¬ 
sissippi, a cattle rancher in Texas, a citrus grower in Califor¬ 
nia, a dairy farmer in Michigan, or a sheep raiser in Nevada. Yet, 
in spite of differences in detail, there are r. nximber of broad 
trends that have affected, in some degree, almost all agricultur¬ 
alists, and there are a number of broad policies which have been 
applied to farmers in general. There also is a general condition 
of economic insecurity which applies to many farmers in almost 
all branches of agriculture, and which appears to persist in spite 
of the improvement in farmers’ incomes that has occurred since 
1933. It is with these broader trends that our study at this point 
will be chiefly concerned. 

One general condition that differentiates agriculture from 
most other kinds of economic activity is the fact that the depres¬ 
sion commenced, for farmers, shortly after the close of the World 
War. Another - and more subtle - general difference Is that farm¬ 
ers have been slower than other people to develop thoroughly "bus¬ 
inesslike" habits in the conduct of their affairs. Beyond these 
facts, we can generalize to the effect that conditions in almost 
all branches of agriculture are different from what they were be¬ 
fore free land disappeared, before farm machinery was introduced, 
and before the export of farm produce fell to its present low lev¬ 
el. Farmers today have security neither of markets nor of ownership. 

Since earliest times in this country, agriculture has occu¬ 
pied a very special place with regard to public policy. The tradi¬ 
tion of the "Independent farmer," and also the process of the na¬ 
tion’s expansion across the continent, have been directed by land 
policies of the federal and state governments. Concern for agri¬ 
culture also has influenced public policy with regard to railroads, 
tariffs, road-building, postal services, education, and many other 
matters# Most recently the emergence of new types of problems af¬ 
fecting agriculture has been accompanied by changes in public poli¬ 
cy which affect agriculture in numerous ways that are new in the 
experience of this country. 
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The development of these conditions, the economic factors 
involved, and the remedies that have been adopted are the subject 
of this section of study- It also will be shown by analysis of 
the place of agriculture in the American economy, that the "agri- 
Q-^O^-tural problem** is in no sense separable from conditions af“ 
fecting the economic system in general- 

SUGGESTED FOR FURTHER READING 

Carl T. Schmidt, American Farmers in the World Crisis , Oxford 
University Press, 1941. 

John D. Black, Agricultural Reform in the United States , McGraw- 
Hill Book Co., 1929. 

U. S. Department of Agriculture, Agricultural Yearbook , 194^ 
Government Printing Office, 1941. 



30. THE AMERICAN FARMERS 


RURAL AMERICA 

America's roocs, even today, strike deep Into the soil of 
its farms. A quarter of our people still live on farms, and many 
of our townsmen are but a generation removed from the land. Our 
men of affairs still declare that the rural community is the na¬ 
tion's backbone. Everyone knows that the American who aspires to 
high public office does well to point with pride to his rural or¬ 
igins. At the very least he must insist on his love for farm life, 
and he proves it by being photographed as he stands beside a 
sturdy plough horse. And when we think of "typical Americans" we 
still think, not so much of people in New York, or San Francisco, 
or St. Louis, but rather of people on farms in Iowa, or Vermont 
or Ohio. 

After all, it is not many years since most Americans were 
farmers. For a long time it was believed that American character¬ 
istics - virtues and weaknesses - were the characteristics of our 
rural folk. The promise of American life was embodied in the pi¬ 
oneer farmers, in the self-reliant men and women who struck out 
in a rich land and, by dint of hard work, simple living, and 
minding their own business, got ahead in the world. The indepen¬ 
dent farmer was the prototype of the successful American, the 
mainstay of individualism, the guardian of liberty and democracy. 

Ours was to be a new society built upon the foundation of 
the family farm, the farm that is owned outright and worked by a 
single family. "Cultivators of the earth," said Thomas Jefferson, 
"are the most valuable citizens. They are the most vigorous, the 
most Independent, the most virtuous, and they are tied to their 
country, and wedded to its liberty and interests, by the most 
lasting bonds." This thought has been repeated by countless Amer¬ 
ican statesmen. 

We may say skeptically that tradition has Idealized the farm¬ 
er. How could a Jeffersonian democracy be realized in the South, 
whose agriculture was grounded not on the democratic family farm 
"but on the aristocratic slave-holding plantation? How can the ac¬ 
tuality of the greedy farmer, speculating in land values and min¬ 
ing the soil, be reconciled with the ideal of the independent cul¬ 
tivator? Here as elsewhere, words can play tricks with our think¬ 
ing. And yet the ideal has contained a hard core of reality. The 
family farm has existed in great ntmbers, and it has played a vi¬ 
tal part in the building of our co\mtry. It provided the men who 
fou^t the Revolution and the Civil War, and its people were the 
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basis of protest against the onrush of concentrated industrialism 
in the last half of the nineteenth century. It has done much to 
give the common man a more secure place in the nation. 

But for some time now, the farmer has been fundamentally af¬ 
flicted. For fifty years American agriculture has been drifting 
away from the ideal of the family farm. In broad perspective, we 
can see that our farmers have been drawn into the vortex of in¬ 
dustrialism. They too share the insecurities brought to our so¬ 
ciety by the machine. It was the cotton, the wheat, and the.corn, 
produced at low cost on the virtually free and highly fertile 
lands of America, that provided the people of Western Europe with 
cheap food and clothing and so helped them to turn from farming to 
manufacturing. Moreover, our agricultural exports enabled us to 
import much of the capital on which our own urban industrialism 
was built. And when this job was done the American farmers were 
left stranded in an uncertain world. Their preeminence in foreign 
markets has vanished, and the application of machines to agricul¬ 
ture has made needless the work of many fanners in supplying our 
own requirements. At the same time. Industrialism has been unable 
to use all its own great capacities. This has meant urban poverty 
and unemployment which in turn have brought poverty and disguised 
unemployment to the farms. As we near the middle of the twentieth 
century, we find that millions of farmers and farm workers have no 
more material security than the poorest of city people. Our farm 
problems are basically the problems of an industrial society that 
has not yet learned to use its resources wisely and humanely. 

Who are the American farmers? How do they work and live? 

What are their social and economic problems, and how do theii^ 
problems affect all our people? 

The present chapter sketches the social and economic situa¬ 
tion of American farmers today - their role as agricultural pro¬ 
ducers, their relations to the land, and their living conditions - 
and points to some of the reasons for their troubles. The next 
chapter discusses the main economic factors involved in low agri¬ 
cultural incomes and the efforts of farmers to help themselves by 
cooperation. The third chapter outlines the political activities 
of farmers before 1932 and the agricultural programs of the New 

Deal. It also raises some questions about the outlook for American 
agriculture. 


FARMERS AND FARMS 

Although our farm population has become an ever smaller part 
of the total population, it is still large. Almost thirty-two mil¬ 
lion people were living on 6,800,000 farms in America in 1935. 
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About half of these people lived in the South, forty per cent in 
the North, and less than ten per cent in eleven far western 
states. In ten states the persons engaged in farming still con¬ 
stitute over forty per cent of all the gainfully occupied. 

It Is important to remember that agriculture is not one hom¬ 
ogeneous industry. Rather, it is a collection of industries that 
differ in many respects. Judged by the number of farms in 1929 
(the most recent year for which we have complete data), cotton 
growing was the leading agricultural occupation, followed by gen¬ 
eral farming and dairying. In terms of the value of products . how¬ 
ever, we find that the raising of livestock was most important in 
1929, while cotton and dairy farming were second and third, re¬ 
spectively. Other important types of agriculture were the produc¬ 
tion of grains, poultry, and fruits. Furthermore, almost half a 
million farmers were "self-sufficing." That is, they and their 
families consumed most of their produce. Several hundred thousand 
farmers spent an appreciable part of their time working for other 
farmers or in non-agricultural industries. 

There are, of course, considerable differences in the sizes 
of farms and a good deal of concentrated ownership of farm prop¬ 
erty. This concentration, however, is less pronounced than in ur¬ 
ban industry and commerce. Three-fifths of the farms in 1930 were 
less than 100 acres in size, and comprised only twenty-three per 
cent of the harvested crop land. Only one-fifth of all farms, on 
the other hand, were larger than 174 acres, but they comprised 
fifty-three per cent of the harvested crop land.^ However, it should 
be pointed out that, taking the country as a whole, the Census 
minimizes the number of large farms, because it ignores the plan¬ 
tations of the South. It counts a share-cropper holding as If It 
were a separate farm, whereas in reality it Is often but part of a 
large "operating farm" - the plantation. 

Furthermore, there are wide variations in the value of the 
output of individual farms. As a rough generalization, we can di¬ 
vide all farms operating in 1929‘into two groups, each comprising 
about half of all the farms: (1) those producing more than $1,000 
worth of products. Including products consumed by the farm family; 
and (2) those producing less than $1,000 worth. The more produc¬ 
tive group, comprising fifty-one per cent of all the farms, pro- 

1. In some regions, the ownership of agricultural property is even 
more highly concentrated. Thus in 1935, less than four per cent 
of the farms in California r those over 1,000 acres in size - in¬ 
cluded thirty-five per cent of all crop land; less than seven per 
cent (those of more than 500 acres) comprised fifty-three per cent 
of the crop land in the state. 
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duced eighty-nine per cent of all farm products sold, and fifty- 
eight per cent of all farm products consumed by farm families. 
These are the commercial farmers of America, in the full sense of 
the term. Even more striking, the number of farmers whose indi¬ 
vidual output exceeded $2,500 constituted only nineteen per cent 
of the total number of farmers. Yet they produced more than three- 
fifths of all farm commodities marketed. These farmers employ a 
large proportion of all farm labor and machinery. They are the 
chief beneficiaries of governmental aid to agriculture; that is, 
they are the politically powerful farmers. The less productive 
group (forty-nine per cent of all farmers) was responsible for 
only eleven per cent of all products sold, and forty-two per cent 
of all products consumed by farm families. Two-thirds of them are 
in the South. They are the economically and politically submerged 
half of our farmers. Most rural poverty and destitution is found 
among these people and among agricultural laborers. But their 
birth rate is high, and their descendants will be an increasing 
proportion of our future citizens. 

Most American farms are "family farms", in the sense that 
they are operated by a farmer, his wife and children, with per¬ 
haps the occasional help of a hired hand. To be sure, in Califor¬ 
nia, parts of the South, and a few other regions, "factory farms" 
and plantations - professionally managed, large-scale, business¬ 
like establishments that require much hired labor - are common. 
But elsewhere most farms still fit into the American ideal In the 
sense of management and operation by a single family. However, as 
regards ownership by the operating family - another essential of 
the American tradition - we have departed considerably from the 
ideal. Most disturbing is the fact that, as the years have passed, 
more and more farmers have slipped out of the class of owner- 
operators • 

Of every hundred persons working in agriculture at the be¬ 
ginning of 1935, fifty-two were "operators," that is, managing 
heads of farms. Only twenty-four of these fifty-two, however, 
owned all the land they farmed. Six were part owners, and the re¬ 
maining twenty-two were tenants. But six of the twenty-two tenants 
were share-croppers in the South, and therefore "tenants" only by 
courtesy of the Census. Actually, as we shall see, the share¬ 
croppers are a peculiar kind of farm labor. Thirteen of the hun¬ 
dred persons were hired laborers.^ Finally, thirty-five persons 

The Census was taken in January, when farm work is slack. 

^us it \inderestlmates the number of wage workers employed on 
farms in busier seasons. Perhaps three million persons work for 
money wages on farms at some time in the year. 
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were unpaid family workers - wives, children, and other relatives 
of operators who helped run the farms. 

Thus, farming in the main Is still an industry of relatively 
small enterprises, most of whose workers are directly Interested 
as proprietors In the product. Furthermore, regardless of econom¬ 
ic ups and downs, most of these workers can depend upon the farm 
to provide them at least with housing and some food. These are 
Important differences between agriculture and other Industries. 
Let us look more closely at the relationships of farmers and farm 
workers to the land they cultivate. 

HEAVILY MORTGAGED OW NERS 

Not all the farmers who own their land are so close to the 
American ideal as one might think at first glance. Many of them 
are so heavily indebted to banks, insurance companies, the gov¬ 
ernment, and other creditors, as to be only nominally Independent. 
They are virtually paying rent for land, the debts on which they 
cannot liquidate. A little over forty per cent of all owner-oper¬ 
ated farms In 1935 were mortgaged, and the mortgage debt amounted 
on the average to half the value of land and buildings on full- 
owner-operated farms. Relative to farm values, the debt Is heavi¬ 
est In the com, wheat, and dairy belts. 

In the past, American farmers were usually optimists about 
the value of their land. They assumed, as did most other people, 
that the country's population and markets would go on growing by 
leaps and bounds, that the riches in our soil were inexhaustible, 
and that anyone who got hold of real estate and sat tight could 
look forward to a not-too-dlstant day of riches. And so getting 
into debt, even heavily, did not seem unduly risky. It seemed, in 
fact, to be a normal method of getting rich. For the debt could 
shortly and easily be paid off out of the increased land value. 
Thus land came to be viewed by many people as a spring-board to 
riches, rather than as an irreplaceable resource that must be 
passed on unimpaired to future generations. Scmie farmers did get 
rich in this way; many more managed to make a living. Pew of them 
did so well out of rising land values as did the professional real 
estate operators, the timber, oil, and ore speculators. On the 
other hand, it is plain that the great interest of farmers in land 
speculation helps account for the poor farming practices and mean 
farm living that are all too common in this country. Many farmers 
reasoned like this about land values during the World War years, 
and were encouraged to do so by the government and by business 
men. And so, during those years and even after, an enormous bur¬ 
den of debts secured by fann mortgages was piled up. 
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Since 1910, the mortgage debt load on farmers has roughly 
doubled. It rose from $3.2 billion in 1910 to $8.4 billion in 
1920, and to $9.6 billion in 1930. Because of foreclosures and 
other forms of liquidation during the depression, it fell to $7.1 
billion in 1939. The ratio of debt to the value of mortgaged full 
owner-operated farms was twenty-seven per cent in 1910 and about 
fifty per cent in 1935. (The ratio rose partly because of the in¬ 
crease in the amount of debt, partly because of the decline in 
land values.) Interest charges on mortgage debt were about $200 
million in 1910, and about $400 million in 1938. Real-estate tax 
and interest charges amounted to about seven per cent of the 
gross income of all farms in pre-war years, and to twelve per 
cent during 1930-38. 0. E. Baker, an economist in the Department 
of Agricxilture, points out that "the annual interest at present 
would Install a bathroom and modem plumbing in every farmhouse 
in the nation in five or six years." 

Of course, not all the farmers with mortgages are in dis¬ 
tress. Sometimes a loan is essential for providing the farmer 
with adequate capital; sometimes it is necessary if a newcomer 
is to get started. On the other hand, for many farmers, even mod¬ 
erate indebtedness may mean heavy fixed charges. This has impor¬ 
tant consequences for farm management, as we shall see in the 
next chapter. It is when the debt becomes such a burden that the 
farmer cannot see his way clear to paying it off, when he sees 
interest payments eating up more and more of the money that should 
go into farm operation and living, that it is serious to the farm¬ 
er as a producer and as a consumer. In order to wring a little 
more Income at once out of his farm, he must neglect the soil and 
buildings and lower his family's living standards. And excessively 
heavy debt is likely to mean foreclosure and loss of the farm. 
During the five years ending March 15, 1935, the number of forced 
sales resulting from debt delinquency was 135 per 1,000 of all 
farms in the country; in Minnesota, Iowa, Missouri, Nebraska, 
Kansas, and the Dakotas it was 210 per 1,000 faims. Heavy mortgage 
debt is one sign of the Insecurity of our farmers. 

FARM TENANCY 

More than forty per cent of all farm-operators In America to¬ 
day are tenants of one kind or another. And this is a further in¬ 
dication of the decided insecurity of our farm people. Now, under 
certain conditions, tenancy is not necessarily bad. But much - 
perhaps most - farm tenancy In the United States is disadvantageous 
to the tenant families and to the community as a whole. Moreover. 
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farm tenancy has been steadily increasing during the past fifty 
or sixty years, and its evils have become ever more pronounced. 

What are farm tenants? Where are they? Why are they tenants? 
What makes so much tenancy a bad thing? We shall try to answer 
these questions briefly. 

First, it must be remembered that "farm tenancy" refers to a 
contractual relationship between the owner of a farm and someone 
else who rents the farm and operates it. A tenancy contract fixes 
the amount and method of rent payment, the duration of the lease, 
and the rights and obligations of the two parties. In all these 
respects there are wide differences in actual agreements. For our 
purposes, it is sufficient to distinguish between three main types 
of tenancy: cash-renting, crop-share renting, and share-cropping. 
There are other kinds, but they are less important. 

Cash-renting . Under a cash-renting contract the landlord fur¬ 
nishes the farm land, buildings, and fixed Improvements, but as¬ 
sumes none of the risks and responsibilities of managing and op¬ 
erating the farm. The tenant supplies working capital, meets all 
the expenses of operation, and keeps any income that remains after 
he has paid a fixed cash-rental to the owner. This type of tenan¬ 
cy is not very common, comprising only 489,000 farms, or eighteen 
per cent of all tenant farms in 1930. It is most prominent in the 
dairy belt, Iowa, Florida, Nevada, Arizona, and on the Pacific 
Coast. 

Crop-share renting . This is the usual form of leasing in the 
United States. The landlord provides the real estate, pays the 
taxes, and generally meets certain production expenses. The tenant 
contributes his labor, work animals, tools, and all or part of the 
seed, and pays rent in the form of a specified proportion of the 
staple, marketable crops. Sometimes, especially in the com belt, 
an additional cash rent is paid for land he uses but does not 
plant in staple crops. 'The landlord usually supervises the ten¬ 
ant’s operations, especially with regard to choice of crops. Crop- 
share tenancy, because of the shortness of leases and the rental 
in crops, fosters a single cash-crop system of farming. That ex¬ 
plains why it is most prevalent in the regions where corn, wheat, 
oats, cotton, and tobacco are important crops, It provides little 
opportunity for livestock production or dairying or fruit growing. 
Most of the crops are sold off the rented farm, and this helps ac¬ 
count for the relatively rapid soil depletion on many such farms. 

Share-cropping . This kind of arrangement Is Important only in 
the South. In 1935 there were about 368,000 colored share-croppers 
and 348,000 white croppers. They constitute roughly forty per cent 
of southern "tenants." The cropper brings to the farm only his own 
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labor and that of his family. The landlord supplies all other re¬ 
quirements - land (typically forty acres), a cabin, a mule, har¬ 
ness, seed, farm implements. Frequently he also advances credit 
to meet the' food, clothing, and other living costs of the cropper 
family during the production season. Most croppers work under the 
strict supervision of the landlord. For their work they usually 
get half of the grain they produce and are paid or credited with 
half of the money realized from the sale of the cotton and cotton¬ 
seed. From this share are deducted the credits advanced by the 
landlord, plus interest that is often excessively high. After 
these deductions, the cropper may find himself still in debt. 

Economically, and in some of the Southern states even legal¬ 
ly, the cropper is merely a hired laborer who receives a share of 
the crop rather than a weekly or monthly wage. He may have slight¬ 
ly more certainty of income than do ordinary wage hands in the 
South, but on the whole he works and lives on about the same lev¬ 
el. If we consider croppers to be laborers rather than tenants, 
then only thirty-five per cent of all farms in the nation fall in¬ 
to the rented group. But this, of course, does not alter the re¬ 
lated problems of tenancy and share-cropping. 

Instability of farm tenancy . The year-to-year lease is prev¬ 
alent throughout the United States. Moreover, most tenancy con¬ 
tracts are little more than oral agreements. This often gives rise to 
misunderstandings between landlord and tenant, misunderstandings 
that would be far less likely under carefully drafted and written 
leases. The short life and uncertain character of farm leases con¬ 
tribute to the marked instability of tenants peculiar to this 
country. Such instability has serious effects on management and 
upkeep of the farm and on the lives of the tenant families. In 
1935 almost half of all tenants had occupied their farms for one 
year or less. But only one-tenth of the owner-operators had been 
occupants for so short a period. On the other hand, forty-four per 
cent of the owner-farmers and only seven per cent of the tenants 
had occupied the same farm for more than fifteen years. Tenant in¬ 
stability is high in every region of the country, but it is most 
serious in the South and West. Nor is it confined to any particu¬ 
lar type of tenants. 

Tenants who cannot look farther ahead than the end of the 
year are not likely to make improvements on the farms that they 
temporarily occupy. Furthermore, when they leave a farm they 
rarely get compensation for any improvements they may leave be¬ 
hind. According to common law and state statutes, an improvement 
affixed to the soil becomes the property of the landlord at the 
end of the tenant's lease. For example, over $100 million worth 
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of fertilizer and $200 million worth of feed were purchased for 
use on tenant farms in 1929, and these purchases increased the 
soil’s fertility. Yet almost one-third of the tenants moved to 
new farms at the end of 1929, and most of them got nothing for 
their share of the unexhausted fertilizer and manure that had 
been put into the land. The situation is probably similar in re¬ 
spect to other improvements, such as fences, roads, ditches, ter¬ 
races, water supply, and wood lots. For the same reasons, tenants 
do not supply themselves as adequately with certain living con¬ 
veniences - such as electric lighting, piped water, and bathrooms 
- as even their Incomes would permit. Thus it is not surprising 
that many tenants not only make no effort to improve the rented 
farm, but even let it deteriorate year after year. Furthermore 
the annual out-of-pocket expense to the million tenant families 
who move each year is said to total at least $50 million. This 
continual moving also must interfere with the schooling of ten¬ 
ants’ children and make difficult the establishment of any com¬ 
munal ties by the tenant and his wife. 

We have already observed that tenancy is associated largely 
with the staple crops. About sixty-five per cent of all farmers 
in the Cotton Belt are tenants, and about forty-eight and forty- 
five per cent in the tobacco areas and Corn Belt respectively. 
Roughly, two-thirds of all tenants (including croppers) are in 
the South. In recent years, however, Negroes have been falling 
from renting and cropping to wage-work. Mississippi, with 70 per 
cent of its farms operated by tenants, leads all the states, but 
Georgia, South Carolina, Alabama, Arkansas, Louisiana, and Okla¬ 
homa are not far behind. However, if we again count cropper-oper¬ 
ated farms as, in fact, farms operated by an owner who supervises 
laborers paid deferred wages in kind, then the proportion of ten¬ 
ancy is actually higher in the North than in the South. About half 
of all the farms in Iowa, often thought of as the heart of "inde¬ 
pendent” rural America, are tenant-operated. In Nebraska and South 
Dakota the percentage is forty-nine; in Kansas and Illinois it is 
over forty. There are many cotmtles throughout the Midwest where 
forty to sixty per cent of all farms are operated by tenants. In 
the North Atlantic states tenancy is less Important, and was in¬ 
deed slowly declining until 1930. Nor is it so important in most 
of the Western States, although there it has been on the Increase 
for many years* Thus, farm tenancy is not peculiar to the parts 
of the covintry having the largest numbers of poor farmers. 

The rise of farm tenancy . Tenancy is no new development in 
the United States. It was first reported in the Census of 1880, 
when a quarter of the four million farms then in the country were 
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found to be tenant-operated* More than half of the tenant fairos 
were In the South, comprising thirty-six per cent of all farms in 
that region. Even so, twenty per cent of all farms in the Mid-West 
and seventeen per cent in the Pacific states were operated by ten¬ 
ants. When we recall that much free land was then still available, 
this number seems surprisingly large. During the 55 years from 
1880 to 1935 the number of tenants increased by 180 per cent, 
whereas the number of farms operated by non-tenants rose only 32 
per cent. Indeed, from 1910 to 1930 tenant farms increased in 
large numbers, but the number of non-tenant farms actually fell. 

What accounts for the glacier-like drift toward farm tenan¬ 
cy? A special committee, requested by President Roosevelt in 1936 
to study this whole problem, pointed to the following main influ¬ 


ences ; 


" Fee-simple ownership . The land policy adopted by this coun¬ 
try, under which title to practically all of the agricultural land 
of the nation passed to private owners in fee-simple absolute,^ 
has proved defective as a means of keeping the land in the owner¬ 
ship of those who work it. Pee-simple ownership has also implied 
that the right to unrestricted use was also a right to abuse of 
the land. The fact that a large number of owners have' been con¬ 
cerned chiefly with early sale has militated against permanence of 
occupancy by themselves or in tenant contracts that would assure 
stability. Policies for disposing of the public domain have per¬ 
mitted the acquisition of large areas, mostly for speculative pur¬ 
poses, by those who had no intention of farming them. Periodic 
booms and depressions, especially the extreme rise in land values 
culminating in 1920, and the subsequent drastic decline, have 
caused many farmers to lose their farms and sink to the status of 
tenants or even migratory laborers. 

“ Credit disabilities . Until the establishment of the Federal 
Farm Land Banks, inadequate credit facilities characterized by 
high rates and short terms of repayment seriously handicapped 
fanners in successfully achieving farm ownership. Even under the 
relatively favorable credit facilities made available by the land 
banks, the traditional requirement of uniform annual payments has 
accentuated distress In depressions, resulting In loss of owner¬ 
ship and lapses in tenancy. 

Econcanic depressions . Census figures show that the growth 
of tenancy has been greatest during the periods from 1890 to 1900 
and from 1920 to 1935 - periods of economic depression in agrlcul- 
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ture. During a depression, a number of forces operate to increase 
farm tenancy: (a) Loss of farms by operating owners through bank¬ 
ruptcy, mortgage foreclosures, and vol\mtary transfers of heavily 
encumbered farms to creditors; (b) inability of laborers and ten¬ 
ants to accumulate operating equipment and funds for making a 
down payment on a farm; (c) widespread fear on the part of practi¬ 
cally all classes - which both destroys Incentive for long-term 
investment and seriously disrupts ordinary channels of credit; 

(d) increase in the farm population through accumulation on farms 
of rural yo\mg people who would ordinarily find employment in the 
city and through an augmented movement of city dwellers back to 
the land, 

"Special conditions In the South , Tenancy in the Southern 
States has arisen not only out of influences noted above but also 
out of the slave plantation system. The end of the Civil War found 
planters with experience in management and ample land, but gen¬ 
erally without funds for paying wages to their former slaves. At 
the same time there were hundreds of thousands of recently freed 
slaves, unaccustomed to wages as free laborers, uneducated, im¬ 
poverished, and habituated to the routine of cotton cultivation 
under rigid direction. Their potential instability made them an 
unreliable source of labor unless means were found to attach them 
definitely to the land. The solution adopted was the cropper sys¬ 
tem.,., The social status of Negro croppers was only once removed 
from their former status as slaves. Gradually the economic as¬ 
pects of the cropper system were extended to poor white farmers, 
who in time became nearly as nxmerous as the Negro croppers. There 
also developed a large number of white farmers, and some Negro 
farmers, capable of working with less supervision and possessing 
either enough means to permit ownership of a mule and farm imple¬ 
ments or sufficient credit to obtain them. Such farmers usually 
paid as rent one-fourth of the cotton and one-third of the corn, 
but they, too, largely depended on credit advances for subsistence 
while making a crop. Frequently their economic resources and de¬ 
gree of security were not much above those of croppers."^ 

The "agricultural ladder ," Just as mortgage debt is not al¬ 
ways undesirable, so tenancy too is not necessarily bad for the 
famer or the farm. In fact, many tenants do not live more pre¬ 
cariously than owner-operators, and some tenants are better off 
than owners heavily burdened with debts. Renting a farm may merely 
be a first step in getting started as a farmer. Once surplus funds 

1» Quoted with minor adaptations from Report of the President's 
Committee, Farm Tenancy , National Resources Committee, Washington, 
1937, pp. 6, 45-44. 
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have been accumulated, the farm may be bought. For a long time. 
Indeed, we comforted ourselves with the notion that there is an 
"agricultural ladder" up which a farmer climbs to freedom and in¬ 
dependence. Tenancy and debt were considered to be merely normal 
rungs on the way to the top. There is still some reality in this 
picture of a "ladder," especially for the half million tenants 
who in 1930 were related to the owners of their farms. Many of 
them have good prospects of eventually becoming owners themselves, 
when their fathers or fathers-in-law retire. But unfortunately it 
looks as if tenancy on the whole fits less and less into the lad¬ 
der theory. Some people think that actually it is a grinding 
treadmill. 

From the immediate standpoint of farming practices and living 
standards, the main trouble with tenancy is apparent In our de¬ 
scription of the highly unstable nature of farm leases. But many 
thoughtful people believe that a more serious aspect of widespread 
tenancy - and of heavy farm debt - is the wedge that it drives be¬ 
tween farm operation and farm ownership. 


DECLINING EQUITY OF FARMERS IN THE LAND 


When we review the growth of farm-mortgage indebtedness and 
of farm tenancy during the past two generations, we must come to 
the conclusion that our farmers are losing ownership of the land. 
In good times as in bad, the proportion of all fann real estate 
actually belonging to the cultivating farmers has been steadily 
shrinking. In 1880 their equity^ constituted about 62 per cent of 
the value of all farm real estate in the United States. By 1935 it 
had fallen to only 39 per cent. 

It is in the most hl^ly commercialized regions - in the 
cotton, corn, and wheat belts - that farmers really own the small" 
est proportions of the land. In Illinois, Iowa, and South Dakota- 
states settled by homesteaders not so very long ago - the equity 
of operating farmers has been reduced to less than a third of the 
farm land and buildings. We can almost say that the newer and more 
productive the soil, the less it belongs to the people who culti¬ 
vate It. More and more, our farmers have had to share the Incomes 
from farms with landlords and creditors. 

This situation is the rural counterpart of the growing gap 
urban industry between workmanship and ownership. Certainly It 
runs directly counter to the Jeffersonian Ideal of a democracy 
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grounded on a mass of independent, property-owning farmers. It 
contradicts the American tradition of opportunity for every self- 
reliant man. But is it more than just a denial of traditions? Must 
the loss of ownership by our farmers of necessity injure them and 
all the rest of the country? As we have seen, it need not always 
and under all conditions lead to poor farming and poor living. But 
in a wider sense, the loss of property is the loss of economic 
and political power. It means a change in attitudes toward the 
land, toward the family, and toward the community. And this, in 
the opinion of students of rural life, may well be a danger to 
our democratic institutions. 

HIRl-D l-ARM LABOR 

The agricultural laborer stands with unsure foothold on the 
lowest rung of the "ladder" - socially, economically, and politi¬ 
cally. 

In January 1S35 there were about 1,646,000 wage laborers on 
farms. But this is considerably less than the number at work in 
active months. For example, 2,727,000 wage hands were reported as 
engaged in agriculture in April 1930; yet this too is not a month 
of peak employment. If we were to include share croppers and mi¬ 
gratory workers of whom there is no certain count, the total num¬ 
ber of paid farm laborers in the United States might well be es¬ 
timated at about 3.5 million. Of course most of the work required 
on farms is done by farm operators themselves, with the help of 
their families. The 1935 Census enumerates 4,273,000 unpaid fami¬ 
ly workers, the bulk of them in the South. Only 42 per cent of all 
farm■ operators in 1929 reported an expenditure for labor. It 
seems safe to say that in the main these are the more commercial 
farmers, especially those in the cotton, truck, fruit, and dairy 
specialty regions. 

Most farmers who do hire labor cannot provide employment to 
a fixed n\imber of workers throughout the year. Agricultural pro¬ 
duction in general Is highly seasonal, and so the demand for labor 
is very uneven. Winter is a slack period, at least as regards 
heavy outdoor work, and little hired labor is needed. Spring-time 
preparation of the fields, plowing, seeding, planting, and culti¬ 
vation call for an increase in hired labor In some regions. How¬ 
ever, it is the summer and fall that require the largest additions 
to the labor force. Then many temporary workers are needed for the 
prompt harvest of grains, fruits, and vegetables, for threshing 
and husking, and for picking cotton. 

But again we must note that the Census does not count croppers 
®n©ng hired laborers. 
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It is this seasonal fluctuation in farm work that explains 
why so many agricultural laborers are footloose wanderers, and 
it accounts too for many of their peculiar problems# They have no 
roots in a community; they can develop little interest in their 
work; they are difficult to unionize and are easily exploited in 
bargaining for wages# On the other hand, their employers are like¬ 
ly to look on them as people "here today and gone tomorrow•" Hence 
many employers - and especially those who hire large numbers of 
workers - feel little responsibility beyond paying the lowest 
possible wages and providing a minimum of food and housing. Can 
we wonder that when labor troubles flare up in the countryside - 

as in California in recent years - there is often much violence 
and bitterness? 


The most secure of all farm workers is the hired man who has 
year-long employment and residence on the farm. Often he lives in 
the farmer's home, where he is looked upon almost as a member of 
the family# The chances were, in years past, that in time he would 
move up the "ladder" to a farm of his own. But this type of worker 
seems to be of lessening importance. The majority of hired hands 
are irregularly employed. Some of them operate small "subsistence" 
farms of their own, and try to eke out a living by helping farm¬ 
ers in the neighborhood. Others shift between odd Jobs In town 
and short periods of work on nearby cotton fields, orchards, and 
truck farms- Still others are hired for a few weeks on one farm 
and then move on across country, "bumming" and looking for work 
on other farms. Furthermore, large numbers of farm workers mi¬ 
grate over long distances, individually and In families. The flood 
of these migrants has been greatly swelled in recent years. Many 
tenants and debt-burdened owners - overwhelmed by drought and 
dust, hit by low crop prices, or standing in the way of landlords 
who want to consolidate their holdings into larger, tractor-famed 
^Its - have had to quit their farms to look for wage-paying jobs. 

Z Southwest and on the Pacific Coaet, 
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rlcultural labor. Employment of women and children is most pre¬ 
valent in the regions of fruit and truck crops, cotton, and sugar 
beets. Southern share-croppers, as we have seen, are essentially 
a type of farm worker, too. Many rural Negroes are alternately 
croppers and hired hands, according to which seems more profitable 
to the cotton landlord. The mechanization of cotton-picking 
threatens a further great increase in the army of migrants, re¬ 
cruited from displaced tenants and croppers. 

It is hardly surprising, in the light of what we have re¬ 
viewed, that the working and living conditions of farm laborers 
on the whole are bad. Their wage rates are low and most of them 
find employment for only short periods. Laborers on all the em¬ 
ploying farms in 1929 were paid an average cash wage of $2.32 a 
day, and worked a total of only 151 days in the entire year. Thus 
the average worker had yearly earnings of $355 from farm work. 

Even allowing for perquisites and granting that he was able to 
earn something from non-farm jobs, his income must have been very 
meager. After 1929 farm wage-rates fell much lower. They declined 
more than 60 per cent from 1929 to April 1933, but by April 1940 
they had recovered about half the loss. Moreover, during the 
depths of depression farm employment is said to have declined by 
one-third, and did not fully recover thereafter. This of course 
swelled the number of workers looking for jobs elsewhere and put 
many on the public relief rolls. Here are some further observa¬ 
tions on Incomes and living conditions of farm workers: 

"According to studies made in 1936 in 11 counties in differ¬ 
ent parts of the country, the average annual earnings reported 
ranged from $62 among female Negro cotton pickers and $178 among 
male Negro cotton pickers in Louisiana, and $125 among white male 
workers in a Tennessee country, to $347 among the white laborers 
in Pennsylvania, and $748 among the Orientals in Placer County, 
California. But the amount available per family member in this 
latter group was only $163 per year. The average earnings of the 
southern workers interviewed were only slightly over half the 
earnings of the northern workers; in no southern county studied 
was as much as $100 available per person annually, while the 
northern workers reported an average of at least $125 per person. 
The working day of farm laborers (and Indeed of most farmers) 
lasts frequently from sunrise to sunset or later, and sometimes 
chores must be done in addition to field work. Traveling to and 
from work often adds still more to a day already too long. Housing 
la Inadequate in most sections. In the mid-western farming area, 
the worker is usually furnished at least a decent place in which 
to live, but in the South housing conditions of permanent laborers 
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are notoriously poor. Many farm laborers cannot, or do not, even 
send their children to school. They do not know the stability and 
security of being a real. Integral part of a community, and there¬ 
fore enjoy almost no social participation of any kind. They are a 
socially isolated, sometimes shifting, sometimes stagnant group, 
without anchor, without keel, and without direction. 

Pam laborers do not share in the benefits of federal and 
state laws providing unemployment insurance, minimum wages and 
maxlraum hours. Although much agricultural work is hazardous, only 
four states require even a minimum of accident insurance for farm 
workers. Nor are they covered by the Wagner Act's guarantees of 
collective-bargaining rights. In part this is attributable to 
technical difficulties in applying such laws to a highly mobile 
labor force, but it also reflects the political and economic 
weakness of these people. They suffer too, from a lack of adequate 
services in locating jobs. Efforts to organize unions of agricul¬ 
tural workers in order to bargain for better working conditions 
have usually been fruitless. 


HOW FARMERS LIVE 


Just as there is a great variety of farm enterprises, so too 
there are wide differences in the living conditions of our rural 
people. Undoubtedly, many farm families live comfortably as re¬ 
gards food, clothes, and housing. Some of them enjoy cultural and 
recreational opportunities to a surprising degree, thanks largely 
to the automobile, telephone, and radio. Then, too, farmers have 
non-material compensations that are denied most people living in 
cities. Such satisfactions as come from running your own business 
instead of being bossed by someone else, owning land and a home, 
knowing your neighbors, having pride of craftsmanship, count for 
much. And some people would not lightly dismiss the more esthetic 
side of farm life - a life close to the earth, amidst growing 
things, under sun and clouds. 

But the kind of life that famn people live depends mainly on 
their incomes, just as is the case with city people. When we study 
farm family incomes, we must admit that a large part of our farm 
population does not enjoy a decent and secure living. And many ar® 
in extreme poverty, measured by any standard. 

A hard life In the country is nothing new In America. Most 
pioneer farm families were poor, but they had confidence and pride 
because they could look forward to a better future for themselves 
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or for their children. It is not so much the rural poverty of to¬ 
day, but rather the gloomy prospects for so many farm people that 

is in sharp contrast with the farming situation of a generation 
ago. 

Let us look at some data that show what bleak lives many 
farm families must lead. In 19S9 - a year generally considered 
prosperous for the country as a whole - the average gross Income 
per farm was $1,835. But, as we have seen, nearly half of the 
farms in that year produced less than $1,000 worth of goods, in¬ 
cluding the goods consumed by the family on the farm. Worse* 
still, about 1,800,000 farming families had even less than $600 
and almost a million - mostly in the South - did not make $400. 
Remember that this gross Income had to meet not only living re¬ 
quirements but also farm production expenses. Allowing for out¬ 
side Income that many such families were able to earn - by running 
roadside stands, or by taking in boarders, or by occasional work 
in town - it cannot be denied that even in "good times" very many 
farmers have had appallingly little. Surely the living conditions 
of the men, women, and children on farms producing less than $400 
must have been far below our notion of a "decent American stand¬ 
ard." Add to them the farm laborers' families whose earnings also 
were below $400, and we find that at least a quarter of our farm 
population in the 1920's were living in rural slums. 

The onrush of depression after 1929 swept many farm people 
into even deeper poverty, at least temporarily. Farmers who had 
never imagined that they would need outside assistance found them¬ 
selves helpless victims of conditions that they could not possibly 
control. According to a study made by the National Resources Com¬ 
mittee, twenty-eight per cent of the npn-rellef farm families had 
incomes of less than $500 in the year ending June 1936, (a year of 
partial recovery from the depression) and thirty-five per cent had 
between $500 and $1,000. {"Income" Includes the value of food, 
housing, and other goods consumed directly on the farm.) But of 
all non-relief families in the United States, urban and rural 
eleven per cent received less than $500, and twenty-five per cent 

received $500-$!,000. That is, farm families are conspicuously 
massed in the lower income levels. 

By February 1935 more than a million fam famlllea were on 
federal relief or rehabilitation rolle. This was Indeed eomethlng 
new In American history. It was new not merely because a federal 
relief program had come Into existence, but more fundamentally be¬ 
cause there had come about a basic change In our agriculture. When 
farmers had suffered serious depressions In the past they had man¬ 
aged to help themselves with little outside aid. But now In the 


20 


AGRICULTURE AND THE MARKET 


1930's the safety valve of opportunity in the towns or on fams 
farther west was gone. Moreover, agriculture was much more largely 
operating on a mechanized and highly commercial basis than in 
earlier times, and this bound the destiny of millions of farmers 
closely to the ups and downs of their cash purchasing power. 

Consider somewhat more specifically the conditions that the 
figures on farm income merely suggest. At least half of all farm 
houses in 1934 were estimated to be in need of repairs. About 70 
per cent of the rural families had to carry water into the house; 
91 per cent had no indoor toilets. Only 28 per cent of the houses 
had kitchen sinks with drains; 18 per cent were electrically 
lighted; 25 per cent had refrigeration. On the other hand, many 
of the families living in poorly equipped houses possess auto¬ 
mobiles and radios - and this points again to Instability of life. 
Rural Illiteracy is more than twice as great as urban, an indica¬ 
tion of the comparative Inadequacy of rural schooling. Health ser¬ 
vices too are notoriously inadequate in country districts. For ex¬ 
ample, the Committee on the Cost of Medical Care found that in 
rural areas and towns of less than 5,000 population, thirteen per 
cent of those studied reported illnesses for which they received 
no medical care, as compared with seven per cent in the larger 
towns and cities. These are average conditions throughout the 
country. But ia particular regions, especially in the deep South, 
rural living standards are far below the average. The worst slums 
of America are to be found in the countryside. 

Obviously, the extremes of rural distress are not to be ex¬ 
plained solely by market conditions; by the movement of farm 
prices and costs in depression. After all, many of the poorest 
farm people produce very little for market. Behind their troubles 
lie broader social and physical factors. Almost a million families 
live on farms that are so small, or on lands so poor, that they 
cannot make a satisfactory living. In the cotton belt, poverty is 
bred by the tenant and cropper systems, high birth rates, class 
cleavages, and racial prejudices. In the Appalachian area about 
forty per cent of the farms are less than fifty acres in size, and 
cultivation is generally restricted by the rough and sterile land. 
Here also, illiteracy and high birth rates make for poor living. 
But impoverished farmers are by no means confined to the deep 
South and the southern highlands. There are also wretchedly poor 
farm people in the fertile Midwest, the dry wheat regions, the 
Southwest, the lake states, Florida, and on the Pacific Coast. 

Such poverty is a danger, not only to farm people, but also 
to everyone in the nation. We can appreciate what is at stake when 
we recall that the birth rate is highest in the very areas where 
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rural living conditions are worst. According to 0. E. Baker, an 
authority on rural life, 1,000 farm people will probably have 
five to ten times as many decendants a century hence as 1,000 
people living in our large cities. Most Americans a hundred years 
from now will be the offspring of the rural people of today. Here, 
surely, is the highest justification for a national policy de¬ 
signed to wipe out rural slums and raise the living levels of all 
our farm families. Unless the conditions that produce rural inse¬ 
curity are attacked and overcome, not only will much of our pres¬ 
ent generation be condemned to lives of destitution, but also a 
very large proportion of the Americans of the future will be 
reared against a background of material and spiritual poverty. 


31. FARMERS IN THE MARKET SYSTEM 

CHANGING FORTUNES OF COMMERCIAL FARMING 

During the course of the past hundred years, millions of 
American farmers have been swept into the market system. More and 
more they have come to sell their products and to buy the things 
they need. The growing towns and cities, with their millions in 
need of food and clothing, have provided huge markets for the 
farmers' surplus goods. At the same time, a cash Income has be¬ 
come increasingly necessary to farmers in order to pay for tract¬ 
ors, corn-binders, fertilizers, radios, overalls, cook-stoves, 
coffee, and a host of other things essential to production and to 
an adequate living. Money is also needed to pay taxes and interest 
on loans. Thus prices have become an ever more vital matter for 
our farm people. And it is primarily in the relationships of farm¬ 
ers to markets - both as buyers and sellers - that we find explan¬ 
ations of the basic changes taking place in American agriculture. 

This commercialization of fanners made possible the vast ex¬ 
pansion of American agriculture In the nineteenth century. Un¬ 
doubtedly, too, it has made possible better living conditions for 
many rural people. And yet, by making most farmers dependent on 
the ups and downs of prices quoted in distant places, it has ex¬ 
posed them far more than ever before to the Impact of economic 
changes throughout the nation and the world. In our times, a de¬ 
pression hits the farmer a harder blow than it did back in the 
'70s and '90a, precisely because the farmer has to think more 
about money Income and outgo today than he did in those years. 
Moreover, he no longer can escape so readily to new lands in the 
West or to a Job in town. 

For a generation after the Civil War, Americeui agriculture 
expanded tremendously. Our growing native population, together 
with a flood of Immigrants from Europe, provided large numbers of 
recruits for the march across the continent. The western pralri© 
country was rapidly settled. Land was cheap and fertile, and the 
new agricultural machinery could readily be used on it. Costs of 
producing grains and meats were lower than in the Old World, hence 
the American farmer could undersell the European peasant. The rap¬ 
id increase of industrial populations abroad, especially in En¬ 
gland, greatly expanded the foreign markets for low-priced Ameri¬ 
can foodstuffs and cotton. England's commercial policies after the 
repeal of the Com Laws, and our need to repay with interest the 
loans extended to our industries by English capitalists, also fa¬ 
vored the sale of American agricultural goods abroad. At the same 
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time, America’s urban population was mounting rapidly, and this 
meant increased home demands. Furthermore, the liberal land and 
immigration policies of our government, and its generous support 
of agricultural research and education, were a prime force in the 
developnent of agriculture. Cheaper ocean and railroad transporta¬ 
tion, also promoted by the government, made it easier for American 
faimers to reach distant markets. 

To all this our farmers responded with ever increasing out¬ 
put* Millions of new farms came into ejclstence, especially f^rms 
producing wheat, com, and pork. Within fifty years, from 1850 to 
1900, the land in farms rose from 294 million to 839 million 
acres. By 1900 we were producing four times as much wheat and corn 
as in 1866, five times as much cotton, three times as much tobac¬ 
co. The number of cattle, hogs, and pigs was more than double what 
it had been, in 1866. Our total agricultural exports increased by 
500 per cent from 1865 to 1900. In the latter year, about one- 
third of our wheat, two-thirds of our cotton and two-fifths of our 
tobacco went to foreign markets. The value of all farm property 
rose from $4 billion in 1850 to $20.4 billion in 1900. As we have 
noted, these developments were attended by increasing specializa¬ 
tion and commercialization of farming, and by a rising output per 
farm worker. Thus our agriculture moved ahead with giant strides. 

Certainly there were times of drought and low prices even 
then. Farm distress was especially severe in the 1870’s and early 
'903, and farmers went into politics in order to help themselves. 
Those were the years of the Granger and Populist movements. But 
the coxmtry kept on expanding and our cotton, wheat, and meat- 
stuff s were supreme in world trade. Values of farm land rose year 
by year, and that was a boon to many farmers. Even if they could 
not become rich by selling their farm products, they could at 
least count on liquidating their debts eventually by selling land 
at good prices. 

After the turn of the century, the outlook for farmers 
brightened. True, with the disappearance of free land and rising 
costs of production, American staple agriculture began to lose its 
preeminence in foreign markets. New low-cost competitors, in Cana¬ 
da, in Australia, in South America, appeared on the scene. Our ex¬ 
ports of foodstuffs fell Off. Nevertheless, during the decade be¬ 
fore the World War It looked as If otit farmers were going to ad¬ 
just themselves gradually and without too much trouble to the new 
situation. They seemed to be settling down to the job of supply¬ 
ing a more profitable home market. Our urban population Increased 
more rapidly than did the Improved farm acreage* Moreover, manu¬ 
facturing Industry developed apace. There was also a large mlgra- 
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tlon from farms, suggesting that many rural people believed life 
to be more attractive in the cities. But this movement made con¬ 
ditions better for those who remained on the land. Thus farmers 
were put into a more favorable market position. The purchasing 
power of agricultural products advanced sharply, reaching in 1913 
a level higher than ever before. Prices of farm products rose 47 
per cent between 1900 and 1910, but prices of non-farm goods in¬ 
creased only 18 per cent. Land values doubled, while the general 
price level rose about 25 per cent. All in all, it was a period 
of moderate prosperity and security for most commercial farmers. 
Later it came to be called, perhaps with a sigh of regret, "the 
golden age of American agriculture." 

THE WORLD-WAR BOOM 

The World War pulled our farmers violently out of these 
grooves of adjustment. The Allies' need of food and cotton mount¬ 
ed after 1914. Our relative nearness to Europe gave us an advan¬ 
tage ovep more distant countries in supplying the belligerents, 
and neutral countries turned to us for supplies they could not 
readily obtain elsewhere. Once again, American farmers and plant¬ 
ers did a rushing foreign business. Our own entry into the war 
gave a further boost to their markets. Crop prices skyrocketed. 
The following table compares the average prices received by farm¬ 
ers for a number of staples in 1913 and in 1919: 



1913 

1919 


Wheat, per bushel 

$0.79 

$2.16 


Oats, per bushel 

0.39 

0.77 


Com, per bushel 

0.70 

1.51 


Cotton, per pound 

0.12 

0.35 


Tobacco, per pound 

0.13 

0.31 


The federal government undertook to 

fix a minimum price for 

wheat 

and its watchword became: "Food will 

win the warl" Spurred 

by 

these soaring prices, and by patriotic appeals 

to grow more 

and 


more, farmers expanded their productive plant and equipment. Many 
went into debt to buy land and machinery. Total farm acreage was 
about 9 per cent greater in 1920 than it had been in 1910. Land in 
wheat rose from 46 million acres in 1917 to 73 million in 1919; 
much of the increase was in western regions not previously culti¬ 
vated. For the first time, the farm tractor came into use on a 
large scale. Our agricultural exports Jumped from $1.1 billion in 
1913 to $3*8 billion in 1919. On the average, values of farm land 
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rose 70 per cent during 1913-1920; at the sajne time, farm mortgage 
debt more than doubled. 

To farmers it looked as if the millenium had arrived. Some 
became well-to-do, many others thought they were on the road to 
affluence. They demanded better homes, roads, and schools. But 
their new-won riches vanished like a mirage. The rude awakening 
came within two years after the Armistice. Markets in war-ravaged 
and increasingly nationalistic Europe shrank, prices and land val¬ 
ues collapsed, and American fanners were stranded high and dry. 
They were stranded on their mountainous capacity to produce, and 
they were loaded down with debts and taxes. 

America as a whole dropped into a severe depression after 
the summer of 1920. Prosperity returned to our towns and cities 
in 1922, reaching new heights in the following years. But the 
masses- of our farmers remained in the doldrums. All through the 
1920’s there were loud cries of distress from the rural areas, 
and growing demands that the government do something to save ag¬ 
riculture. And, as the grip of depression tightened on the country 
after 1929, the situations of millions of farmers became desper¬ 
ate. Again, a few figures will throw light on what happened. In 
1910, the value of all farm property was $41 billion; by 1920 it 
had risen to $78 billion; in 1925 it was down to $57 billion; in 
1929 it was $58 billion; and then it shrank to $43 billion in 
1932. Gross agricultural income fell from $16.9 billion in 1919 
to $8.9 billion in 1921. It recovered to $12.8 billion In 1925, 
and ranged near that figure during 1926-29. But as the years 
passed, it became an ever smaller proportion of the national in¬ 
come. By 1932 agricultural Income was down to $5.6 billion, or to 
about 40 per cent of its level in 1929. 

Although one-fourth of the nation’s population lived on 
farms, agricultural income was only 7 per cent of the total na¬ 
tional income in 1932. The ratio of prices received by farmers to 
those paid by farmers dropped from 105 in 1920 (1910 - 14 = 100) 
to 95 in 1929, and to 61 in 1932. Since 1935 the ratio has held 
consistently above 90. In 1929, the cash Income available for liv¬ 
ing purposes averaged $770 per farm family; in 1932 it was under 
$130. Allowing for the 32 per cent drop in prices paid by farmers, 
It is estimated that farmers' ability to buy goods was cut down by 
76 per cent during that three-year period. Farm land values fell 
steadily throughout the post-war years, \jntll by 1933 they were 
less than half of what they had been in 1920. In spite of this, 
mortgage debt rose during the 1920'a. Thus, deflation meant wide¬ 
spread farm bankruptcy and foreclosure sales. It also drove many 
famers down the ladder from ownership to tenancy. 



26 


AGRICULTURE AND THE MARKET 


Yet we must guard against exaggerating the extent of farm 
depression in the 1920's. Nor must it be supposed that agricul¬ 
tural conditions were uniformly critical during 1930-1933. The 
data just presented are over-all figures. To see the many-faceted 
situation, it would be necessary to break them down by regions 
and crops and types of farmers. Not all branches of agriculture 
fared badly before 1930. Some, especially dairying and specialty 
fruit production, even prospered as a result of the urban prosper¬ 
ity of the 1920's and a shift in consumers' tastes. Worst hit 
were the major export commodities, such as cotton, wheat, and hog 
products. Again, certain farmers - even among those producing ex¬ 
port staples - did well because of unusually low production costs 
or other advantages. But this at least must be said: In the post¬ 
war decade most farmers' incomes were not sufficient to pay farm 
costs and still leave enough over to afford a living as good as 
that attained by most people in the cities. By and large, i*ural 
people were not sharing in the urban prosperity of the times. 

Large sections of American agriculture were stagnating, if not 
actually decaying. And the great depression after 1929, sharpen¬ 
ing the long-run forces of decline, hurled most of our farmers in¬ 
to greater distress than they had ever known before. 

THE AGRICULTURAL DILEMMA 

Why have so many of our farm people been sinking into an eco¬ 
nomic and social morass? Why has agriculture, as a way of life 
and as a business, been less and less Inviting during the last 
twenty years? Why, despite all the costly farm-relief efforts, 
does the long-run prospect for great numbers of staple-crop farm¬ 
ers seem so unpromising? No complete answer can be given in brief 
compass, but it Is possible to point to a number of basic forces 
that have been making for a decline of American agriculture. The 
great depression after 1929 certainly does not offer the explana¬ 
tion - it merely increased the pressure of forces already at work 
long before 1929. Indeed, they continue to underlie the course of 
agriculture even now, after a decade of far-flung efforts by the 
federal government to solve the farmer's problems. 

Put most simply, American staple agriculture has been declin¬ 
ing because our farm plant was built up to supply not only domes¬ 
tic needs but also great foreign markets. The foreign demand has 
shrunk seriously since the World War, and domestic markets have 
stagnated. Hence lower prices for the goods that farmers have 
gone on offering in such abundance. And these prices have not giv¬ 
en faraiers enough income to meet production costs and to buy the 
things they need and want. (Perhaps if they were ready to let 
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theli* living standards sink less would be heard about agricultural 
depression.) Couldn't they produce less? Perhaps - but that would 
leave many farmers unemployed. And the more some farmers adjust 
themselves to the changed situation - reducing costs by means of 
business methods and machine production, and also just by pulling 
in their belts - the harder is the situation for other farmers. 
Left to themselves, the "natural" forces would gradually squeeze 
labor and land out of agricultural enterprise. Perhaps this would 
not be too bad if men could be used at good wages in urban indus¬ 
try. But there they would also be unemployed today. Hence the di¬ 
lemma is ultimately one of the whole economy, not merely of agri¬ 
culture. We might just as well let the "natural" forces of floods 
drown the unlucky people who happen to be in the way of the waters 
as to let the "natural" forces of economics drive our rural people 
into poverty and hopelessness. 

Farmers' cash incomes {from agriculture) are compounded of 
the quantities of goods they offer for sale and the prices they 
receive for these quantities. Hence, in trying to understand the 
decline in agricultural income, we must analyze demand and supply 
conditions that bear on farm prices, and also the market mechanism 
through which such supplies and demands are brought together. 
Furtheimiore, costs of production must be subtracted from total 
cash Income in order to see how much is left for farTn family liv¬ 
ing. And finally these net money Incomes must be compared with 
the prices of things farmers want. 

But before examining specific conditions of demand and sup¬ 
ply, let us look at the general setting of farm enterprise in our 
modem business world. 

THE FARMER AND BIG BUSINESS 

Most farm enterprise is a small-scale, highly competitive 
pursuit. But it is caught in a web of big business. Our billion 
acres of agricultural land are split up among nearly seven million 
separate farms. And, as has been noted, most of these farms are 
relatively small, single-family holdings. Even the "great" cotton 
plantation or wheat ranch is not big by comparison with the typi¬ 
cal steel mill or automobile factory. Except in a few areas of 
specialty crops, genuinely large-scale and corporate farming in 
the United States is still unimportant. Nor has it yet proved it¬ 
self decisively more efficient than small-scale farming. The point 
is that, because of the fiercely competitive nature of his own 
business, the ordinary farmer has no control over the prices of 
his commodities * He produces as much as he can, and sells for 
whatever he can get. 
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The situation is very different for most of those who buy 
from or sell to the farmer. In their case, efficiency demands 
large-scale operation, and this in turn means fewer firms in each 
market and therefore Increased managerial control over prices. 
Thus, when the fanner sells his wheat, or tobacco, or milk, or 
when he ships his goods by rail, he Is confronted by big business. 
Again, he runs Into big business when he buys fertilizer, or a 
tractor, or a refrigerator, or when he borrows money. In 1934, for 
example, three big tobacco manufacturers bought 46 per cent of the 
total tobacco crop in this co\mtry, thirteen flour millers pur¬ 
chased 65 per cent of the commercial wheat crop, three meat pack¬ 
ers bought 41 per cent of the marketed cattle and 25 per cent of 
the hogs, two milk distributors bought 13 per cent of the commer¬ 
cial milk. Thus, quite apart from the possibility of deliberate 
monopolistic price-rigging by business, the farmer is likely to be 
in a weak bargaining position both as seller and as buyer. Here is 
one reason why the prices he receives are so much less certain 
than the prices he pays. It helps to explain the low purchasing 
power of the farmer. And it is also a reason why, when his prices 
slip downward, the Individual farmer finds that he must go right 
on producing as much as ever, perhaps even more. In the absence 
of machinery to eliminate cut-throat competition and to adjust 
production to changing market conditions, the American farmer is 
penalized by being an old-style operator in a new world of big- 
business controls. 

Farm spokesmen frequently point out, too, that many indus¬ 
trialists sell their goods in a domestic market surrounded by a 
high-tariff wall, but that most farmers sell their products in an 
unprotected world market. Tariff duties restrict Imports of for¬ 
eign manufactured goods. Thus American sellers of manufactured 
goods can obtain higher prices from consumers than would be possi¬ 
ble if they were exposed to foreign competition. As a result, pro¬ 
duction and living costs of farmers are increased. But import tar¬ 
iffs are ineffective in raising the prices of most agricultural 
staples because these commodities are exported in large quantities. 
Their prices, therefore, are fixed under world conditions of sup¬ 
ply and demand. The American Farm Bureau Federation estimated in 
1923 that current tariffs on agricultural imports gave some Ameri¬ 
can fanners - such as those producing sugar beets, wool, flax, 
high protein wheat - additional income of about $30 million annu- 
^ other hand, the tariffs on non-agricultural goods 
burdened American farmers to the extent of $331 million a year. 
Also, a high tariff policy tends to restrict international trade, 
and thus reduces foreign markets for our farm products. 
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Furthermore, to the extent that big business contributes to 
the instability of our entire economy - as it has been argued in 
earlier chapters that it does - the farmer is even more seriously 
injured. After all, he depends primarily on the wage-earners in 
industry and commerce to buy his products. If their incomes fall 
because of wage-cuts and unemployment he is hard hit. Moreover, 
widespread unemployment makes it almost impossible for a farmer 
or his children to quit even a very unprofitable farm by taking 
work in town. And, of course, this is a reason for the slowness 
with which our agriculture is adjusting itself to changed condi¬ 
tions . 


AGRICULTURAL SUPPLY AND DEMAND 

It Is important to keep in mind certain peculiarities of de¬ 
mand and supply in the markets for agricultural commodities. The 
demand for many foodstuffs is inelastic ; that is, changes in 
prices are accompanied by less than proportionate changes In the 
amounts taken by consumers. Consumers buy about the same quanti¬ 
ties of wheat and potatoes each year. They will pay high prices 
in order to obtain the usual amounts, but will not purchase much 
more when prices are low. For example, a fifty per cent decline 
in the price of bread will not Induce people to buy twice as many 
loaves as before; if there Is any change, it will be slight. Thus 
food products sell for high prices when crops are small and for 
low prices when crops are large. 

Firthermore, the production of most farm commodities is ir¬ 
regular and highly uncertain. The vagaries of weather, especially 
rainfall, make Impossible an accurate forecast of the output on a 
given farm. Changes in weather are largely responsible for great 
variations in yield from year to year, and for fluctuations in the 
total production of various commodities. And even to the extent 
that a farmer can Influence the volume of his output, his controls 
take effect very slowly. There Is a lapse of months between seed¬ 
time and harvest of crops, and of years between breeding, birth 
and maturity of animals. The life cycle of tree crops is even 
longer. The fanner can do little to hasten or postpone the time of 
harvest or maturity. Often a complete cycle of plant or animal 
life must be completed before he receives any Income. That is, the 
turnover of farm capital la slow, and production changes cannot 
take place quickly. This tends to make the supply of agricultural 
goods inelastic, at least in short periods. 

If there is any change at all in the voltime of farm output 
as a result of changes in the market, it is more likely to be an 
increase In response to higher prices than a decrease in response 
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to lower prices. This also flows out of the nature of agricultur¬ 
al enterprise. Investments are to a large extent fixed and spe¬ 
cialized. Only slowly and at heavy loss can they he liquidated 
and shifted to other lines of production. Most fanners also are 
specialists in a particular type of agriculture. Moreover, to 
most of them fanning is more than a business - it is "a way of 
life." The farmstead is not merely a work-place; it is also a 
home. So long as it yields at least a subsistence for the farm 
family, the farmer is reluctant to leave It. All this means that 
agriculture is a peculiarly immobile enterprise. It also means 
that farm costs are largely "overhead” costs. Increases In pro¬ 
duction require relatively small additional out-of-pocket expen¬ 
ditures, and decreases in output do not bring much reduction in 
cash outlays. Then, too, large numbers of farmers compete with 
one another in the markets. And there is ordinarily a good deal 
of unused production capacity in agriculture. Production adjust¬ 
ment on the part of one farmer cannot affect the prices he re¬ 
ceives. If the individual falmier holds out for a higher price, he 
merely makes his own condition worse. For that decreases his sales 
and Increases those of his competitors. In fact, he may find it 
best to enlarge his output, hoping that this will at least main¬ 
tain his cash income. 

As a result, farmers tend to overexpand production when 
prices go up. This is especially unfortunate when high prices are 
merely a reflection of low yields (because of drought, say) and 
consequent short supplies. Farmers also are reluctant to cut pro¬ 
duction when prices fall because of the necessity of meeting fixed 
charges, such as interest, taxes, and living expenses. Even If de¬ 
mand is not enough to give the farmer a profitable return, he is 
likely to decide that it is better to let his capital work for 
very little rather than to let it stand idle, earning nothing. 

Any income greater than out-of-pocket expenditures la better than 
no income at all. This is a situation known to business men and 
economists as "cut-throat competition." 

Here, then, are a number of reasons for (1) extreme fluctua¬ 
tions in farm prices from year to year; (2) the possibility that a 
short crop may bring in a greater total net inccme to all the 
farmers than a bumper crop; (3) the tendency for farm output to 
remain for rather long periods at levels where prices merely cover 
cash outlays but do not yield a satisfactory return to faitn enter¬ 
prise as a whole. 


EBBING DEMANDS 

Since the end of the World War the fanner has seen his for- 
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eign markets ebb away. As we have already noted, with the disap¬ 
pearance of cheap fertile lands in the United States the American 
farmer gradually lost his competitive advantage in.the world mar¬ 
ket. Wheat and livestock producers in other areas with great re¬ 
serves of arable land - such as Canada, Argentina, Australia - 
have been able because of lower costs to undersell the American 
producers. Even cotton- long a virtual American monopoly and our 
most Important agricultural export - has not escaped the compe¬ 
tition of foreign lands and of new textile fibres, such as rayon. 
Our tobacco, fruits, and other farm commodities, too, are being 
squeezed out of world markets by the stiff competition of prod¬ 
ucts that have the advantage of low production costs or preferen¬ 
tial treatment by various governments. In broad perspective, this 
tendency is to be seen as a concomitant of America's industrial¬ 
ization, its decreased dependence on foreign capital and foreign 
manufactured goods, its increased ability to export industrial 
goods. Our comparative advantage as an exporter has been shifting 
from agricultural to industrial products. 

A major handicap for American farmers in more recent years 
has grown out of doctrines of extreme nationalism. After the World 
War, many of the European countries tried to become more nearly 
self-sufficient in their food supply. Efforts were made to main¬ 
tain and even Increase rural populations. This policy rests partly 
on sentimental grounds and partly on social, political, and mili¬ 
tary considerations. A large rural community is regarded not only 
as a source of essential foodstuffs In wartime but also as a bul¬ 
wark against revolutionary tendencies so apt to take root in cit¬ 
ies with their growing propertyless classes. Part of the drive 
toward self-sufficiency, too, has sprung from a desire in one 
country to retaliate against trade and immigration barriers erect¬ 
ed by other countries. World-wide depression and the growing 
threat of war in the 1930*3 intensified all these measures. Our 
own economic nationalism, expressed In high tariff rates and re¬ 
stricted immigration during the post-war years, contributed no 
little to the difficulties. We made it harder for foreigners to 
exchange their manufactured goods for our agricultural products 
and thus compelled them to turn to our competitors for their 
foodstuffs. Flirther disadvantages to American agricultural export¬ 
ers have resulted from the post-war Impoverishment and declining 
rate of population growth In Europe. 

A net result is that European countries have been producing 
a larger proportion of their reduced food requirements. For ex¬ 
ample, the Department of Agriculture has estimated that by 1933 
the importing countries of Europe were raising annually about 150 
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million bushels more of wheat than they would have produced in 
the absence of governmental interventions; at the same time they 
were consuming about 175 million bushels less than previously* 

Thus they had reduced their demand for wheat in export markets 
by more than 300 million bushels. 

For an illustration, let us look at Italy's attempt to be¬ 
come self-sufficient in her most important foodstuff - bread. 

After 1900 increasing amounts of wheat - from the United States, 
Russia, Argentina, Canada, Australia, Rumania - had to be import¬ 
ed by Italy. By 1921-24, about one-fifth of her imports consisted 
of wheat. But in 1925 the Fascist government started a vigorous 
campaign to encourage Italian peasants and farmers to raise more 
and more wheat, so that eventually Italy would free herself from 
"enslavement to foreign bread." The most important tactic of this 
"Battle of Wheat" was the levying of very heavy duties on import¬ 
ed grains. In order to stimulate production, it was necessary to 
maintain domestic wheat prices at levels profitable to the high- 
cost Italian producers - that is, at levels far above world mar¬ 
ket prices. Given such powerful pecuniary encouragement, the Ital¬ 
ian farmers cultivated wheat more intensively as well as on a 
greater acreage. The result was that the national output after 
1930 rose to levels 40 to 60 per cent higher than before the 
World War. Imports were drastically reduced. At the same time, 
high prices led to a substantial decline of wheat consumption. 
Thus, the "Battle" made for self-sufficiency, not only by raising 
production, but also by forcing consumers to tighten their belts. 
Similar, though less spectacular, measures designed to reduce im¬ 
ports of wheat, pork products, tobacco, fruits, and other agri¬ 
cultural commodities, were adopted by France, Germany, and even 
Great Britain. At the same time, agricultural surplus countries 
that compete with the United States attempted - by means of tariff 
bargaining, bounties, and the like - to increase their sales in 
world markets. 

All iu all, then, the United States can no longer regard it¬ 
self as the granary and the cattle ranch of the world, and its ex¬ 
ports of food and fiber seem destined, except perhaps in time of 
war, to continue to decline in importance. In 1914 we exported 20 
per cent of our wheat, 63 per cent of our cotton, 47 per cent of 
our tobacco, 48 per cent of our lard. In 1929, these percentages 
were 18, 55, 41, and 49 respectively; by 1935 they were down to 4, 
50, 3.6, and 17. In 1938 they were still low: 10, 39, 36, and 12. 

As Secretary Wallace puts it: "In the peak years of the 1920's our 
farm exports required the production of over 80 million acres. 
They required the production of about 70 million acres during the 
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five years before the depression. Since then they have required 
only the production of from 20 million to 50 million acres, mostly 
in cotton." 

Furthermore, changes in domestic demand - gradual, but never¬ 
theless potent - have tended to constrict profitable markets for 
many farmers. In former times, they could look to our rapidly 
growing population to take much of their surpluses. Now, the per¬ 
sistent decline in the rate of population growth eliminates one 
important buttress of our agriculture. Indeed, if, as appears 
likely, the birth-rate continues to fall and immigration remains 
small, America’s population will before many years cease growing. 
Eventually there may even be fewer mouths to feed and backs to 
clothe. Dietary changes too - especially shifts from beef and ce¬ 
reals to milk, sugar, fruits and vegetables - have already im¬ 
paired the markets for commodities important to great numbers of 
farmers. Annual consumption of cereal foods, for example, declined 
about 100 pounds per capita during the 1920's. At the same time, 
demands for foreign vegetable oils, fibers, and fruits have tended 
to Increase. Moreover, producers of hay and grain have been hard 
hit during the last quarter of a century by the widespread sub¬ 
stitution of tractors, trucks, and automobiles for horses and 
mules. The number of horses on farms, for example, fell from 
twenty-one million in 1919 to eleven million in 1939; this is es¬ 
timated to have cut off the market for feed grains produced on 
about twenty-three million acres. Increased efficiency in the 
feeding of hogs and cattle has had a similar effect. Of course, 
the great depression after 1929 further curtailed consximer demand 
for farm products. 

On the other hand, industrial uses of certain agricultural 
goods have been Increasing. Thus, changes in dress habits have 
curtailed the demands for wool and cotton clothing. But this has 
been partially offset by other demands for wool and cotton. In re- 
cent years only about two-fifths of the American cotton sold in 
this country has gone Into clothing. One-fifth has found household 
uses. The remainder has been taken for industrial purposes such as 
the making of automobiles, roadbeds, and explosives. One American 
automobile producer buys cotton, beeswax, soy beans, molasses, 
corn, castor-oil, wool, linseed and tung oil, cattle, goat hair, 
hogs, and turpentine. (However, this company has also worked hard 
to make the farm-horse obsolete 1) So far, these outlets have done 
little to counterbalance the great shrinkages in demand for our 
staple crops. In time, perhaps. Industrial techniques may give a 
much more Important home market to many American farmers. It is 
clear, at any rate, that for farm prices to have been held at high 
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levels in the post-war years, the major shifts in demand, would 
have required extensive controls over the quantity and types of 
agricultural production. 

EXUBERANT PRODUCTION 

But in the face of these shrinkages in demand, farm produc¬ 
tion as a whole remained large. The total output actually in¬ 
creased during the early 1920's, and was maintained on a high 
level after 1926 and even after 1929. Thus, during 1926-33 aggre¬ 
gate farm production was fifteen to twenty per cent higher than 
in 1919-21. Of course, there were differences in the output of 
particular commodities. Grain production tended to decline after 
1928, whereas output of livestock and animal products was in con¬ 
tinual increase up to 1935. Yet these individual differences do 
not affect the generalization that American fanners have been pro¬ 
ducing in great abundance. And in other parts of the world - 
Europe, Canada, Argentina, Australia, India - much the same has 
been true. World output of wheat and cotton, for example, reached 
record high levels in the 1920’s and 1930's. The total volume of 
crop production outside the United States is estimated In 1932 to 
have been about 40 per cent above pre-war output. 

In part, this exuberant production was a result of more land 
area under cultivation. The acreage in 13 important crops in the 
United States rose from 290 million in pre-war years to about 320 
million in 1920, at which level it continued in 1932. The acreage 
planted to important crops in Europe, Canada, Australia, and Ar¬ 
gentina in 1932 exceeded the pre-war acreage by about sixteen per 
cent. 

Far more important in explaining bigger output is the accel¬ 
erated technical progress in fanning. The development of American 
agriculture during the past hundred years has been more than an 
increase in the number of farmers and of acres cultivated. For the 
increases were accompanied, and to a large degree made possible, 
by a remarkable rise in the productive efficiency of farm enter¬ 
prise resulting from the application of science to the arts of 
the husbandman. Here again, government has been a prime agent. It 
constantly increased the scope of its agricultural research and 
its efforts to provide farmers with up-to-the-minute infomation. 
The work of the federal government has been supplemented by the 
State Departments of Agriculture, agricultural colleges, hundreds 
of agricultural societies and journals, and, not least, by the 
manufacturers of faim machinery. Always in the foreground has been 
the idea of "bigger and better" fam production. Urged on by these 
agencies and by the growing cost of farm labor, the desire to 
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lessen the burden of hard work, the hope of greater profit, Amer¬ 
ican farmers turned increasingly to mechanization, to scientific 
breeding and feeding, to more business-like methods of management. 

According to the National Resources Committee, in 1787 it re¬ 
quired all the surplus food produced by 19 farmers to feed one 
city person. In average years recently, 19 people on farms have 
produced enough food for 66 non-farm persons. By 1929, the average 
farmer and farm laborer produced 150 per cent more than he did in 
1870, and 37 per cent more than in 1909. Although the total agri¬ 
cultural output In 1929 was 27 per cent larger than in 1909 it 
was produced by 7.5 per cent fewer persons. The number of man¬ 
hours of labor required to produce 100 bushels of wheat, for ex¬ 
ample, dropped from 129 in 1872-82 to 86 in 1898-1902, and to 49 
in 1928-32. Less labor also is needed to produce com, cotton, 
and other crops. The most striking, and most important, factor has 
been the substitution of mechanical power for human and animal 
power. This substitution took place at an especially rapid rate 
during the period of the World War and the 1920's. During the de¬ 
pression years purchases of faim machinery declined greatly, but 
since 1934 the trend has again been upward. Plowing, planting, 
fertilizing, cultivating - all are being mechanized. And the all¬ 
purpose tractor is eliminating many back-breaking chorea. Then, 
too, labor and capital productivity have been raised by the use 
of high-yield and disease-resistant seed. Improved sanitation and 
feeding of livestock, selective breeding, new tillage practices, 
the keeping of production records and financial accounts. 

Prom the standpoint of potential farm production these de¬ 
velopments are even more remarkable. In 1929, as we have seen, 
half our farmers produced 89 per cent of the total commercial out¬ 
put of American agriculture. These are the farmers who own the 
great bulk of farm machinery, who go in for scientific practices 
and business management. No doubt they could easily produce the 
remaining eleven per cent of the commercial output if prices of¬ 
fered them only a little encouragement. That is, the less produc¬ 
tive half of our farmers are not needed to feed and clothe the 
non-farm people on present levels of consumption and to provide 
the present volume of agricultural exports. Certain authorities 
draw even more extreme conclusions. The agrobiologist, 0. W. Wil¬ 
cox, declares that if the most productive methods now known were 
generally applied, then it would be possible for 1.6 million farm¬ 
ers on 40 million acres to produce as much of our eight principal 
crops as are now produced by six or eight million fanners on about 
240 million acres. Instead of population pressing on the means of 
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subsistence, as Thomas Malthus prophecied, agriculture is now 
pressing on population. 

Theoretically, mechanization has made millions of small 
farms obsolete and incapable of competing on any "reasonable" ba¬ 
sis with more efficient farms. Yet so long as the less productive 
farmer's cash income barely covers his out-of-pocket expenses, he 
finds it better to go right on producing than to stop altogether. 
By pulling in his belt, lowering the living standards of his fam¬ 
ily, and neglecting the long-run needs of his farm he can continue 
to compete - on a cut-throat basis - with technically superior 
farms. Many a specialized "scientific" farmer found himself less 
able to weather depression times than did his backward, "un-busl- 

nesslike" competitors. Between 1929 and 1935, in fact, there was 

# 

a general decline in agricultural production per worker. Several 
million city people returned to the farms in search of at least 
a minimum of food and shelter. The migration of rural youth to 
the cities was retarded. Purchases of farm machinery fell, and 
techniques reauiring hand labor found new favor. 

Yet, in the opinion of most experts, technological develop¬ 
ments must continue in the long i*un to raise the level of agri¬ 
cultural efficiency. They foresee a day when most Important farm 
jobs will be performed with the aid of machines. They predict that 
the researches of the agrobiologists will greatly increase crop 
yields per acre. Unless chemists discover tremendous outlets for 
farm products as raw materials in industry, then millions of our 
farmers must leave the land, or be subsidized by the government, 
or be doomed to chronic poverty. In the past, labor released from 
agriculture by the machine could find employment in urban indus¬ 
try. Today that outlet is closed, and who knows when it will again 
be open? The mechanical cotton-picker will one day greatly curtail 
the need for workers in the cotton fields. What then will become 
of thousands on thousands of southern croppers and laborers? Even 
those authorities who say that we have far too many farmers must 
hesitate to recommend a wholesale shift of rural people to towns 
and cities. For that would merely result in more outright unem¬ 
ployment. Perhaps the possibilities of cityward migration will im¬ 
prove, but how soon and how rapidly no one knows. 

This much, at least, seems clear: the constant pressure of 
agricultural supplies on demand is a basic reason for the economic 
weakness of our farmers. Technological achievements have built up 
a potential source of great quantities of farm products that, in 
the absence of control, must flood the markets whenever prices re¬ 
main for any length of time on even a modestly attractive level* 
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RIGID COSTS OF PRODUCTION AND DISTRIiH’l'ION 
Thus, reduced demands and large supplies meant low prices 
and curtailed cash incomes for farmers. But costs of farm produc¬ 
tion did not decline proportionately. In fact, certain important 
fixed charges actually increased during much of the post-war pe¬ 
riod. Farm real estate taxes per acre doubled between 1915 and 
1920, and rose by another twenty-five per cent during the 1920's. 
Thereafter, from 1929 to 1934, they declined about one-third, but 
farm cash income was cut in half. The total interest on farm mort¬ 
gage debt from 1920 to 1932 was more than double what it had been 
before the war. Remember that farm land values were in continual 
decline after 1920. These fixed charges - taxes and interest - took 
about six per cent of farm gross Income in 1910, about eight per 
cent in 1920, about twelve per cent in 1930. Other farm outlays, 
such as wages and operating expenses, fell during the depression 
after 1929, but not nearly so milch as gross Income, As a result 
of these disparities, the cash balances available for farm family 
consumption dropped by two-thirds betv^een 1929 and 1932. We have 
seen already how rigid costs operate to maintain and even to in¬ 
crease farm production. 

Inasmuch as prices of consumption goods bought by farmers 
did not fall during the depression to the extent that farm net 
Income did, it follows that the purchasing power of farmers over 
such goods was drastically reduced. An expert of the Department 
of Agriculture estimates that the purchasing power of cash farm 
Income available for living expenses dropped from 100 in 1919-20 
to 30 in 1922, recovered to 85 in 1926, and then fell to about 25 
in 1932. Of course, even In the depths of depression, farms pro¬ 
vide their occupants at least a minimum of food and housing - and 
this Is an important advantage that farmers have over city people. 

It la to be noted that many farmers would have suffered in 
the post-war years even If farm Incomes, current operating ex¬ 
penses, and living costs had all moved dwmward proportionately. 

To the extent that they were long-time debtors, farmers In any 
case would have been injured by the fall of the general price lev¬ 
el in 1920-21 and 1930-32. Let us suppose that the general price 
level declines fifty per cent, and that cash prices received by 
farmers and prices paid by them also decline fifty per cent, A 
farmer who Is mortgaged for $10,000 then finds that his purchasing 
power over current goods and services is unchanged, yet the real 
burden of his debt has doubled. He mu'st pay fixed interest and 
amortization charges on his mortgage debt, which has not fallen 
with other money values. Therefore his real Income Is reduced. 
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Here we find an explanation for the marked difficulties of in¬ 
debted farmers during the last twenty years. 

As processing and marketing methods have become more special¬ 
ized and complicated, the relative costs of distributing farm 
products have grown. For example, in 1913 the average fanner got 
53 cents of each dollar spent by consumers for 58 foods; in 1925 
his share was 48 cents; in 1930 it was 44 cents. During the de¬ 
pression, food distribution costs did not fall nearly so much as 
did farm prices. Thus in 1933 the farmer’s share of the consumer’s 
dollar was 33 cents, while the processor and distributor received 
67 cents. Thereafter, the farmer's portion rose somewhat, but it 
was still only 40 cents in 1938. 

'’Rigid intervening costs have prevented retail prices from 
following farm prices. From 1928 to 1932, freight costs per ton- 
mile fell about 2 per cent. Overhead expenses in stores have been 
reduced but little. Wage rates fell less than the number of hours 
worked... Urban incomes contracted without selling cost per unit 
being correspondingly reduced... The farm income from 100 pounds 
of beef was cut in half from 1929 to 1932; that from 100 pounds 
of hogs fell from $10 to $3. The margin for processing, trans¬ 
porting, and distributing fell only moderately. The wheat pro¬ 
ducer's share of the retail bread price fell from 1.9 cents (per 
pound loaf) in 1928 to 0.6 cents in October 1932. The share re¬ 
tained by bakers, millers, and transporters fell from 7.2 cents to 
6.1 cents.... In cigarettes, the situation is even more striking. 
From 1928 to 1931 the price of cigarette tobacco fell by half, but 
the selling price of cigarettes advanced steadily.... These facts 
illustrate a situation which is chronic throughout agriculture. 
Relatively rigid Intervening costs have prevented the reduction 
of retail prices in line with the reduction of farm prices; and 
low prices to farmers have not meant correspondingly low prices 
to consumers, with the result that consumption has not been stim¬ 
ulated."^ 

If costs of marketing could be reduced, farmers’ Incomes 
might be Increased without any corresponding rise in prices paid 
by consumers. Students of marketing believe that agricultural-dls- 
trH>utlon methods have not shown anything like the growth in ef¬ 
ficiency that has characterized other sectors of our economy. They 
point to numerous wastes - such as elaborate processing, packag- 
ing, and advertising - that tend to lower Incomes of farmers and 
to raise prices paid by consumers. 

1* Morciecai Ezelclal and Louis H* Baan^ Bases for the 

Agricultural Adjustment Act, Washington, 1933, pp* 44-45. 
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"Consiomers constantly require more services of our marketing 
system. Vegetables once came mainly from market gardens near the 
consuming city; now they come in large quantities from distant 
points. Bacon used to be bought in the strip; consumers buy it 
now in a half-pound package, sliced, and wrapped in cellophane. 
Milk goes through a process of inspection, pasteurization, and 
bottling. Services like these are expensive... No one can reason¬ 
ably object to giving the consumer fancy packages and more ser¬ 
vices if he wants to pay for them. But if processors, wholesalers, 
and retailers add expensive things when consumers do not need or 
want them, the cost will largely fall on the farmer. Consiomers 
should have a chance to buy good food without expensive services.. 
All foods should meet basic health requirements; but thousands of 
families would rather have grade C food at a low price than grade 
A food at a high price, and thousands of farmers have grade C 
food to sell. Our marketing system must efficiently meet the needs 
of the poor as well as the rich."^ 

In certain fields, too, - as in tobacco and dairy processing 
- a few big quasl-monopolistic firms outbargain both farmers and 
consumers. Tobacco and dairy farmers resent (and no doubt envy) 
the big salaries paid to officials of such companies at the very 
time when the farmers are going into bankruptcy. During the de¬ 
pression years 1929-35, the average annual profits earned by to¬ 
bacco processors, biscuit and cracker companies, milk processors 
and distributors, wholesale flour distributors, and wheat middle¬ 
men were, respectively, 15.8, 14.6, 9.6, and 10.6 per cent of 
capital. To be sure, grotesque and unfounded charges are often 
levelled against marketing agencies. Farmers, like the rest of us, 
tend to shift the blame for their troubles to other people. They 
have long made scape-goats of the ''middlemen", but many of their 
criticisms are based on Ignorance of marketing problems. Neverthe¬ 
less, farm spokesmen are probably correct in the main burden of 
their complaint against the costliness of distribution today. 

farmers' cooperatives 

The question is sometimes asked: If agricultural enterprise 
la chronically in a state of "cut-throat" competition - a situa¬ 
tion in which the individual farmer can do little to bring about a 
better adjustment of supply, demand, and prices - why don't farm¬ 
ers get together to help themselves? Why don't they learn from 
businessmen about the advantages of combination? The answer, of 


!• Report of the Secretary of Agriculture . 1958 , Washington, 1938, 

P* ^7. 
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course, is that many farrr.ers do attempt by cooperative action to 
strengthen their bargaining power in the markets. 

Agricultural cooperation in the United States is mainly con¬ 
cerned with the sale of farm cominodities. Cooperative buying of 
equipment and supplies such as fertilizers and gasoline is grow¬ 
ing, but it is still relatively unimportant. In the marketing 
season 1937-38 there were more than 10,000 farmer-controlled mar¬ 
keting and purchasing cooperatives with a vol\une of business to¬ 
talling about $2,4 billion. There also are several thousand farm¬ 
ers' mutual irrigation, fire insurance, and credit associations. 
All told, these organizations have about three million members. 

Of course, some farmers hold membership in several cooperatives. 

At times, the cooperative movement has been hailed as a means 
of solving most of the farmer's troubles. But it is no panacea. 
Cooperation may eliminate the middleman but it cannot eliminate 
all his functions. And all too often cooperating farmers have 
found it very costly to take over the middleman's job. If proper¬ 
ly organized, adequately financed, and expertly managed, a coop¬ 
erative association can at least reduce the handicaps from which 
the Individual farmer suffers because of his inexperience with 
business methods and the small scale of his operations. At best, 
when it Includes a very large proportion of the producers of a 
commodity, the cooperative can control market-supplies so as to 
obtain the best possible price. The output of members is pooled, 
agencies are set up In distant markets, advertising campaigns are 
undertaken, the product is graded and otherwise made more sale¬ 
able, and its flow to market is regulated so as to raise or stab¬ 
ilize the price. In many respects, such a cooperative differs 
little from a "blg-business" firm. But this high degree of con¬ 
certed action Is likely to be achieved only if the potential mem¬ 
bers see eye-to-eye on economic and social matters, if they are 
not too widely scattered, and if they are at least somewhat en,- 
lightened in the ways of commerce. Even then, the association must 
reckon with individual farmers who remain outside, .reaping bene¬ 
fits from the exertions of the cooperators. 

The conditions required for moat effective cooperative mar¬ 
keting exist for comparatively few commodities. Our best examples 
are the citrus fruit and walnut cooperatives of the Pacific Coast. 
The long-established California Fruit Growers* Exchange (widely 
known by its trade-mark, "Sianklst") has organized the bulk of Cal¬ 
ifornia's orange and lemon growers into a very business-like as¬ 
sociation, It has been highly successful in improving returns to 
its members by adjusting production and shipment to shifting mar¬ 
ket demands. In many city milk markets, local dairy farmers' co- 
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operatives engage in collective bargaining with processing com¬ 
panies. At times, indeed, they have even "cooperated" with pro¬ 
cessors and city health officials so as to shut out the competi¬ 
tion of more distant milk producers. Farmers after all, are not 
Impervious to the temptations of monopoly. But as regards most of 
the staple crops, cooperatives control too little of the total 
output to influence the market significantly. Thus, only about 20 
per cent of the grain crops, 11 per cent of the marketed live¬ 
stock, and 7 per cent of the cotton in 1934-35 were handled coop- 
eratively. And the cooperatives were scattered over wide areas. 
Again and again, collective attempts to raise prices by withhold¬ 
ing supplies have come to grief because of inefficient business 
methods or because of inadequate control. "Those on the outside 
shared in the profits and paid none of the costs, while the in¬ 
sider held the umbrella over the whole industry. Attempts at co¬ 
operative price control have thus led Inevitably and almost with¬ 
out exception to increased production by outsiders, reduced in¬ 
come to members, and consequent loss of membership and break-down 
of the association."^ 

Farmers' cooperatives certainly have not lacked encouragement 
by the government. State and federal governments have been gener¬ 
ous to them, more generous than to the urban cooperative movement. 
A series of statutes has established a legal basis for their or¬ 
ganization. They are given a degree of exemption from the anti¬ 
trust laws. A special division within the federal Department of 
Agriculture promotes knowledge of cooperative principles and 
practices. Moreover, as we shall see, a major effort was made by 
the federal government during 1929-32 to help farmers by sponsor¬ 
ing widespread cooperative marketing controls. More recently, a 
number of government-supported regional "Banks for Cooperatives" 
have been set up for the purpose of financing farmers' associa¬ 
tions • 

Although unable as yet to develop a general solution for the 
problems of commercial agriculture, cooperatives have performed 
many valuable services for farmers. In all probability, they will 
become increasingly useful in the future. 

But the most important way in which farmers try to help them¬ 
selves is by political action. To this we turn In the next chapter. 

1. M. Ezekiel and L. Bean, op . clt ., p. 43. 
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FARMERS IN POLITICS 

Agricultural interests have always played an important - at 
times, a dominant - role in American politics. Conflict between 
landed interests and mercantile interests was long the essence of 
national political struggles. Farmers, like other people, have 
never allowed their individualism to hinder them in seeking gov¬ 
ernment aid. Of course, during its earlier years the United States 
was so overwhelmingly rural that political activity of necessity 
was largely colored by the aspirations of farmers. And this be¬ 
came even more pronounced with the democratization of our govern¬ 
mental processes. This is not to say that agrarian interests were 
ever completely unified. And with the rift between the southern 
planter class and western farmers in the years before 1860, agra¬ 
rianism lost its political primacy. It was this rift and the al¬ 
liance of the westerners with eastern urban interests that finally 
broke the planter group and drove them from the seats of power in 
our national government. After the Civil War, with the agrarians 
split politically and urban population growing at a rapid rate, 
the dominance of industrial interests was assured. Certainly, in 
periods of wide-spread farm distress - as in the 1870’s and early 
90’s, and again in the 1920's and 30’s - farmers strove hard to 
stem the tide by political means. Indeed, they had some Impressive 
successes in those periods. But in times of rural prosperity the 
agrarian groups have been rather more content to let the new 
forces of Industrialism develop unchallenged. The predominantly 
urban character of our population has by now made the agrarians a 
national political minority, albeit a very powerful minority. 

But even in our times the "farm vote" is highly important, 
occasionally cmiclal, in national politics. And, of course, in a 
number of states of the South and West the farmers are still dom¬ 
inant politically. 

There are several reasons for the continued strength of agra¬ 
rian Interests in American political affairs - a strength that 
some people consider grossly disproportionate to the ntuiiber and 
economic significance of farmers. For one thing, in our legisla¬ 
tive bodies the farm areas have a preferred position. The United 
States Senate, as everyone knows, consists of two Senators from 
each state regardless of its population. For example, the total 
population of the agricultural states, Iowa, Kansas, Nebraska, 
North Dakota, and South Dakota, is less than one-fifth that of 
the largely industrial states. New York, Massachusetts, Pennsyl- 
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vonia, Illinois, and Ohio. Yet in the most powerful of our legis¬ 
lative bodies the agricultural states are the peers of the indus¬ 
trial states. Furthermore, western Senators are sometimes in the 
highly strategic position of being able to detenriine partisan is¬ 
sues by swinging their votes either to the southern Democrats or 
to the eastern Republicans. Hence a "farm bloc" may hold the bal¬ 
ance of power in the Senate. In numerous state legislatures, also, 
rural areas have disproportionately large representation, although 
in some states the reverse is tiTue. Moreover, the legislator from 
an agricultural district represents a more uniform, single-minded 
set of interests than does the legislator from a city, with its 
highly diversified population. 

Even more important Is the widespread sentiment that agri¬ 
culture and the farmer are of paramount importance to society. We 
have already noted that the presidential candidate who has sprung 
from the soil possesses a great asset. Our folklore supports the 
notion that agriculture is the mainstay of Individualism and the 
Iceystone of all industry. Thus symbols of pioneer days are refur¬ 
bished in order to prove that we are still close to the spirit of 
early America. As Simeon Strunsky says, the farmer has for ages 
been known as "the feeder of the nations and the backbone of the 
nations." Also, he "is still, in our thoughts at least, the owner 
of his home and his production plant. He thus has behind him the 
twofold authority of antiquity and property." This agricultural 
fundamentalism makes it easier to rally emotional support around 
efforts to "do things" for farmers than to win backing for pro¬ 
grams on behalf of shopkeepers or wageworkers. The city politician 
and newspaper editor may bitterly oppose legislation designed to 
help farmers. But they cannot afford to denounce publicly the 
farmers' political pressures as "sinister," "selfish, or un- 
American." That would offend the tradition too deeply. On the 
other hand, the agrarian spokesman can count on applause when he 
pleads for the "homy-handed men of earth," or when he flays the 
’'Wall Street octopus," "monopolistic labor unions," and "piratical 
middlemen." Given time, all this may change as cur urban civiliza¬ 
tion matures. But It is still vital. 

The commercial farmer, too - like the manufacturer, war- 
veteran, labor unionist, and others - Is represented by vigilant 
political pressure groups. He Is organized along crop lines, by 
counties and states, regionally and nationally. The poorer farm- 
cro and agricultural laborers, hewever, are far less effectively 
represented, although, in quite recent years, this has become less 
true of poorer farm operators In some regions. Most influential of 
the agrarian political organizations are the Farm Bureau Federa- 
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tion, the National Grange, and the Farmers' Union. Together they 
had about 1,600,000 members in 1938. There are numerous other 
farm spokesmen and special pleaders for the "dirt farmer, some 
of whom are self-appointed. From their headquarters In Washing¬ 
ton, the leading organizations establish contacts with Congress¬ 
men and administrative officials. They lobby vigorously for laws 
favorable to their members and keep watchful eyes on all govern¬ 
ment activities that touch farmers. These organizations are often 
useful to officials who administer agricultural legislation be¬ 
cause they help keep the officials in close touch with millions 
of scattered farmers.^ They also have importance in local and 
state agricultural affairs. In the far West, especially in Cali¬ 
fornia, a farm employers' association known as the Associated 
Farmers has been active in recent years in combatting the agri¬ 
cultural labor movement. Apparently it has close ties with bank¬ 
ing, public utility, and other big-business interests - reflecting 
the highly industrialized nature of agriculture on the Pacific 
Coast. 


PUBLIC SUPPORT TO AGRICULTURE 

Government usually does things for the politically powerful. 
It is not surprising, then, that our government has long been so¬ 
licitous of farming Interests. In the nineteenth century, it pro¬ 
moted agriculture by means of a public land policy that became 
ever more generous. Finally, under the Homestead Act, land was 
given free to farmers and alleged farmers. Liberal public assis¬ 
tance to railroad builders and free immigration also were major 
aids to agricultural development. These measures of course were 
not of benefit to.agriculture alone. Their main fruits indeed, 
passed to people other than farmers. 

Education and research . But our federal and state governments 
have done many things of more specific interest to farm people. 
Immense encouragement has been given to agricultural education and 
research. Lands from the public domain have been set aside to fi" 
nance at least one agricultural college in each atate. Experiment 
stations, model farms, and a far-fl\mg system of "county agents” 
who advise farmers on their methods, have been established. The 
federal Department of Agriculture, which even before the New Deal 
period employed 22,000 persons and spent about $150 million a 
year, is a vast agricultural research and educational institution. 

1. Pressxire groups are not necessarily anti-social, but are an in¬ 
evitable part of any government. They become dangerous when they 
exaggerate their own Importance or when they operate to the ex¬ 
clusion of unorganized social interests. 
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It also gives farmers market information, regulates stockyards 
and other markets, provides grading and inspection services, and 
in countless other ways acts as a farmers' service agency. The 
government in fact helps farmers to consume more wisely by teach¬ 
ing them how best to buy shoes and sheets, how to make insecti¬ 
cides and to preserve foods at home. Such public aid to consumers 
in towns and cities is not yet considered quite proper. It is 
possible here only to mention some of the other measures Intended 
to benefit farmers, such as parcels post, postal savings, rural 
free delivery, and the construction of roads. Congress, too, has 
provided for tariff duties on some Imported farm products, in¬ 
cluding conmoditles whose American producers cannot possibly be 
helped by tariffs. 

Protection against urban groups. At times, moreover, govern¬ 
ment has curbed the privileges of urban groups in the interests 
of* farmers. Public regulation of railroads began largely as a re¬ 
sult of the outcry of farmers victimized by high and discrimina¬ 
tory rates. The Sherman Anti-Trust Act was in part a response to 
^Srarian protest against big business. So too were the Constitu¬ 
tional amendments providing for the federal income tax and direct 
election of Senators. 

"Easy money” policies. Because so many farmers are debtors, 
^hey have traditionally opposed financial policies that lower the 
price level. On the other hand, they favor liberal credit facili¬ 
ties and low interest rates. In periods of marked and persistent 
price decline the farmers have been insistent on getting relief 
from debt burdens, especially by inflationary measures. It is then 
that they become most conscious of the wickedness of "Wall Street 
and "the money power." That is why they made up the rank-and-file 
of the green-back and free silver agitations in the nineteenth 
century, as well as the more recent movements for "easy money." 
Although the farmers were defeated by "sound money' interests in 
the earlier contests, they eventually obtained some of their de¬ 
mands. In 1916 and 1923 the federal government established banks 
to make long-term and intermediate credit more readily available 
to farmers. Agricultural credit facilities have been further en¬ 
larged by Congress In recent years. 

It looks as If fanners have won many political battles but 
are losing the war. Generous as the government has been to farm- 
**•8, It has been even more helpful to city people. High import 
duties on manufactured goods have been a tremendous hidden subsidy 
of Industrial interests, especially since the Civil War. So also 
have been the government's policies with respect to our vast tlm- 
ber and mineral resources. Corporation laws, patent laws, court 
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Interpretation of the constitutional guarantees of property- 
rights, even the anti-trust laws, curiously enough - all have 
helped establish the dominance of big business organizations in 
ways not Imraedlately apparent but nevertheless quite real. To the 
extent that these policies have reduced farmers’ markets or their 
economic bargaining power, they have positively harmed our rural 
people. Furthermore, the economic forces undermining American 
staple-crop agriculture have been too strong and too pervasive to 
yield to the traditional measures designed to benefit farmers. 

"Surplus" control . Demands by farmers that the government 
undertake much more sweeping programs for supporting agriculture 
became louder and louder during the 1920’s. Their proposals fo¬ 
cussed on the disappearance of profitable foreign markets and on 
the surpluses of farm products. "Surplus," in this usage, is an 
amount so abundant as to pull prices below a level satisfactory to 
most politically vocal farmers. Agricultural prices may be de¬ 
pressed (1) by an export surplus , that is, (as usually defined) 
by a quantity in excess of domestic requirements that can be sold 
in the world market only at unremuneratlve prices, at which prices 
domestic sales also must be made; (2) by an intra-seasonal 3 urplu_g, 
that is, any amount which is "diimped" In the market within a brief 
period of the season and which, if sold more gradually over the 
course of that entire season, might bring a better total return; 

(3) by an inter-seasonal surplus , that is, an excessive crop forth¬ 
coming in one season - as a result, perhaps of unusually favorable 
weather - and which, if part were held over for sale in a subse¬ 
quent season of short production, might permit a stabilization of 
prices and farm Incomes over several years. Attempts to control 
surpluses, especially the first and third types have been central 
in the farm-relief proposals and programs of the past fifteen 
years * 

Tariff policies . We have already noted that import duties 
cannot ordinarily increase the domestic prices of farm products 
that are sold in world markets. For example, a tariff act of 1924 
placed a duty of 42 cents a bushel on wheat imports. Yet so long 
as American wheat production is more than enough to meet domestic 
requirements at the world price, wheat will be exported and not 
Imported (except for special types -not sufficiently produced in 
this co\mti^). The farmer at any given time receives the same 
price for all his wheat (that is, approximately the world price), 
and the tariff is meaningless. However, if the amo-unt sold at home 
co\ad be kept sufficiently small it could fetch the world price 
plus the amount of the tariff. The presence of additional quanti¬ 
ties in the domestic market makes this Impossible. If this "suT- 
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plus" could be taken out of the American market and sold abroad, 
then the price of the restricted amount marketed at home would 
rise. The tariff then would prevent foreign supplies from enter¬ 
ing the country in response to the higher price. Outstanding in 
the farm-relief discussion during 1924-1928 were a number of plans 
intended to "make the tariff effective for farmers" in this way. 
Indeed, similar proposals continue to be made. 

One of these schemes - the McNary-Haugen plan - was twice 
enacted by Congress and twice vetoed successfully by President 
Coolldge. In brief, it proposed that the "export surplus" would 
be segregated from the amount that could be sold in the domestic 
market at a price equal to the world price plus the tariff duty. 
The surplus would be bought from farmers at the same relatively 
high price, but would be sold abroad at the world price. The loss 
on this export operation would be met by charging farmers an 
equalization fee" on the domestically-marketed portions of their 
crops. It was expected that the losses sustained on sales abroad 
would be much more than offset by higher prices obtained from the 
restricted amoxint sold in the domestic market. 

The Hawley-Smoot Tariff Act of 1930 Increased the duties on 
imports into the United States - including farm Imports - but, for 
reasons already indicated, this hurt farmers far more than it 
helped them. In fact, many of the new duties were so high that 
they provoked retaliatory measures in foreign countries, and thus 
the act contributed to the export difficulties of farmers. 

THE FARM BOARD 

Although the Administration had defeated the "price-fixing" 
efforts of the farm spokesmen, the political situation obliged it 
to offer a farm-relief program of its own. The Administration's 
plan was embodied in the Agricultural Marketing Act of J\ine 14, 
1989. Its iJurpose was to help fanners by extensive development of 
agricultural cooperation under governmental auspices; the cooper¬ 
atives, it was hoped, would make possible a more efficient and 
orderly marketing of farm commodities so as to stabilize and per- 
^Ps even raise prices. To this end, a Federal Farm Board was set 
up and provided with a revolving fund of $500 million. The Board 
Imnedlatoly undertook to organize and integrate cooperative as¬ 
sociations on a national scale for each principal agricultural 
product, and in this effort It had considerable success. Further¬ 
more, it made loans to the associations so as to enable them in 
turn to advance money to farmer-members on the security of their 
crops. The cooperatives then could hold back the marketing of 
these crops until prices were more favorable. 
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It was apparently believed at first that farmers' incomes 
would be improved merely by avoiding too rapid sale of crops with¬ 
in a single season - that is, by Intra-seasonal stabilization of 
marketing. But unfortunately the Board was unable to foresee the 
powerful downward thrust of world depression on agricultural 
prices. Within the first year of the Board's operations, crop 
prices fell so low that many of the wheat and cotton cooperatives 
would have been unable to repay the loans if they had been obliged 
to sell their holdings. The Board, in consequence, established 
and financed "stabilization corporations" for wheat and cotton. 

The grain corporation, in an effort to rescue the cooperatives 
and to bolster wheat prices, not only took over supplies held by 
cooperatives at prices equal to the loan values, but also entered 
the open market as a heavy buyer of wheat in 1930 and 1931. The 
hope was that prices could be maintained by withholding large 
supplies from the market for an entire season or more, that is, 
by inter-seasonal stabilization. But again, the Board's estimate 
of consumers' purchasing power and of world supplies of wheat was 
mistaken. It did succeed in holding American wheat prices above 
world levels for a time, but continued economic decline and very 
large world production of wheat were too much for the Board's ef¬ 
forts, large-scale though they were. When the Board, holding about 
250 million bushels, finally abandoned the market in the summer of 
1931, wheat prices tumbled to new low levels. The average price of 
wheat in July 1929 was $1.30 per bushel; by July 1932 it was down 
to 53 cents. The Board's operations in the cotton market were sim¬ 
ilar in character and result. Cotton prices fell from 16.6 cents 
per pound in August 1929 to 7.4 cents in August 1932. 

The Farm Board, then, merely delayed for a short time the 
downward movement of crop prices. Indeed, its huge holdings - sus¬ 
pended over the market, as they were, with no certainty as to when 
or how they would be sold - in themselves had a depressing effect 
on prices. Moreover, the Board was in no position to restrain farm 
production. Its price-supporting program even tended to maintain 
production and to increase the surpluses. The Board urged fanners 
to curtail acreage, and in August 1931 it even went so far as to 
propose that every third row of growing cotton be "plowed under." 
But all to no avail, for farm production in 1930-32 was as bounti¬ 
ful as ever. Finally the Board confessed itself unable to cope with 
the problem, and it recommended legislation that would permit gov¬ 
ernmental control of farm output. Its experience was influential 
in shaping Important parts of the New Deal's agricultural program, 
especially in the coordination of crop loans and production con¬ 
trol . 
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The Farm Board lost heavily - about $340 million - as a re- 
suit of having bought crops at high prices, paying storage 
charges on them, and then finally being obliged to sell at much 
lower prices. Of course, some of its expenditures reduced the 
losses of farmers. Much of the Board's work in promoting the co¬ 
operative movement no doubt was of long-run benefit. Operating in 

a period of severe and unforeseen economic depression, the Board 
has received more blame than it deserves. 


THE AAA AND PRODUCTION CON I ROL 

The ineffectiveness of the Psnn Board program - coupled with 
President Hoover's defeat in traditionally conservative farm re¬ 
gions, the desperately critical situation of staple-crop agricul¬ 
ture, and ominous disturbances in rural areas, particularly farm¬ 
ers' strikes and disruptions of farm-mortgage foreclosure sales - 
led Congress early In 1933 to adopt much more sweeping proposals 
or agricultural relief and recovery. Basic to these "New Deal" 
measures is an attempt at outright control of production and mar- 
l^etlng in order to raise prices of certain staple products and to 
increase the buying power of farmers. Urban industry, too, it was 
pointed out, must be benefited by greater farm purchases of fac- 
goods• It Is with this endeavor - made xinder the Agricultural 
djustment Act of 1933; its successors, the Soil Conservation Act 
of 1936 and the Agricultural Adjustment Act of 1938; and supple¬ 
mentary measures - that we shall be chiefly concerned in the fol¬ 
lowing pages. But It is well to remember that "agricultural ad¬ 
justment" has been more or less closely connected with other cur- 
rent farm programs, as well as with the general recovery and re¬ 
form efforts of the New Deal, (Thus, it is believed that an ob¬ 
jective of dollar devaluation in 1933-34 was to raise dollar 
prices of our farm products in foreign markets.) Furthermore, we 
should note that much of the New Deal farm programs are an ex¬ 
tension of earlier proposals and experiences. By 1940, fundamental 
elements of "agricultural adjustment" appeared to have become 
rather solidly grounded in public policy. In other words, we are 
not dealing with a transitory set of agricultural programs. 

The AAA of 1933 . The Agricultxiral Adjustment Act of May 12 , 
1933 directed the Secretary of Agriculture to raise gradually the 
prices of farm products to a level that would give them the same 
Purchasing power that they had in the period 1909-14. Just why 
the purchasing power of farm products in this particular flve- 
ysar p.erlod should bo taken as a standard is not very clear. The 
official view is that agricultural and Industrial production and 
prices were well balanced in that "base period," and that it pro- 
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vides an equitable goal for an attempt to raise farm prices.^ In 
order to accomplish this objective, the Secretary was' authorized 
to make cash benefit payments to farmers in return for voluntary 
agreements by such farmers to reduce their acreage or market pro¬ 
duction of "basic crops." Wheat, cotton, field-corn, hogs, tobac¬ 
co, rice, and dairy products were designated as "basic crops"; 
later, under political pressure, the list was extended to include 
barley, rye, flax, grain sorghums, cattle, peanuts, sugar beets 
and sugar cane, and potatoes. Money for benefit payments was ob¬ 
tained from a "processing tax" levied on the marketing of the 
"basic" commodities. This tax was collected by the Treasury from 
distributors and processors, but most of it was ultimately passed 
on to consumers. To direct the various programs under the Act, an 
Agricultural Adjustment Administration was set up within the De¬ 
partment of Agriculture. It drew upon the technical facilities of 
other bureaus in the Department, and also worked in collaboration 
with State and local farmers’ committees. 

The Adjustment Administration promptly set to work. Its pro¬ 
duction control programs followed the same general lines, although 
they differed in detail from crop to crop. Farmers were offered 
contracts under which they were to limit their operations. The 
immediate inducement to the cooperators was the benefit payments 
which varied with the extent of each farmer’s crop reduction. 
Eventually, farmers’ Incomes were also to be increased by the 
higher prices expected to result from reduced market supplies. 

The benefit payments obviously had to be large enough to offset 
the additional incomes that non-cooperating farmers might obtain 
as a result of maintaining or increasing their production in the 
face of higher prices. In fact, these payments became a substan¬ 
tial addition to total farm income. The restrictions sought were 
larger for some crops than for others. About one-fourth of the 
big potential cotton crop of 1933 was destroyed in a plow-up cam¬ 
paign, and curtailment of output in 1934 and 1935 were also 
strikingly large. In order to cut potential supplies at once, sev¬ 
eral million pigs and sows were slaughtered and some growing to¬ 
bacco was destroyed in 1933. On the other hand, adverse weather 
in 1933-36 made unnecessary any serious restriction of wheat and 
com acreage by the AAA. The severe droughts of 1934 and 1936, in 
fact, reduced the output of a number of crops much more drastlcal- 

1. The "base period" selected for tobacco and potatoes was 1919- 
29. It is Interesting to note that the purchasing power of farm 
products on the average was higher in 1909-14 than in any other 
peace-time period. In 1936 the goal was shifted to raising the 
real Income of people on farms to its pre-war level in relation 
to the real Income of non-farm people* 
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ly than was contemplated under the AAA programs. In consequence, 

the surpluses of wheat, feed grains, and livestock were substan¬ 
tially diminished. 

A degree of compulsion in the program was introduced by the 
Bankhead Act of 1934 (effective during 1934-35) which provided 
for apportionment of a national cotton-marketing quota among all 
cotton farms. A penalty tax was imposed on sales of cotton in 
excess of the quota. This measure was adopted in order to make 
production control more effective. The results of voluntary acre¬ 
age reduction was being seriously offset by favorable weather and 
more intensive cultivation of the land that still was planted in 
cotton. A similar compulsory control of tobacco marketing was 
authorized by another law in 1934. 

Crop loans by the government also became an important part 
of the schemes for cotton and com. The loans were initiated 
largely as a result of political pressure for immediate financial 
aid to farmers and were not altogether in accord with the admin¬ 
istration's wishes. In the autumn of 1933 cash advances were made 
to farmers on the security of their unsold cotton and corn. Fur¬ 
ther loans on new cotton and corn, and extensions of old loans, 
were made in subsequent years. In fact, loan operations have be¬ 
come an integral part of current farm policy. The loans are pe¬ 
culiar in that farmers are not liable for repayment in case prices 
fall below the loan level; but on the other hand they are privi¬ 
leged to pay off the loans and claim their crops if prices rise 
above that level. That Is, the government assumes the major risks. 
However, the lesson of the Farm Board has not gone unheeded; for 
the AAA has counted on Its production control to reduce the risks. 
The experience with the advances on cotton has not been wholly 
aatisfactory. By September 30, 1939 the government was holding 
about 4 million bales as security for some $182 million lent to 
cotton farmers. In addition, it had taken title to nearly 7 mil¬ 
lion bales that had been pledged as collateral for earlier loans. 
It seemed quite likely that the government would sustain consider¬ 
able losses on these holdings. But the first corn loan was made 
successful by the drought of 1934, which pushed com prices far 
above the loan levels. Upon repayment of their loans, the farmers 
found the stored corn to be worth $83 million more that at the 
time they had pledged it to the government as collateral. Instead 
of being sold at low prices in 1933, the com brought good returns 
In the short-crop year of 1934, and also helped to alevlate the 
distress resulting from drought. The happy outcome of the corn- 
loan operation helped to Inspire the '*ever-nonnal granary" scheme 
adopted in 1936. 
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AAA declared unconstitutional « On January 6, 1936, a majori¬ 
ty of the Supreme Court in the Hoosac Mills case declared the 
production-control features of the AAA to be unconstitutional* 

The gist of the decision was that processing taxes and benefit 
payments were inseparable parts of a single plan, that the plan 
was intended to control agricultural production, that Congress 
is not authorized by the Constitution to regulate agricultural 
production, and that therefore the result of the processing tax 
was an invasion of the reserved powers of the States. The minority 
of the Court argued that the "welfare clause" of the Constitution 
justified the agricultural program, that in the nature of the 
problem the states were impotent to act, and that the majority 
decision was "torturing" the Constitution. The decision put an 
abrupt end to the production-control programs but not to minor 
features of the Adjustment Act. 

The Soil Conservation Act . In February 1936 Congress passed 
the Soil Conservation and Domestic Allotment Act, to take the 
place of the invalidated production-control schemes. Under this 
act, payments were made to farmers who shifted their acreage from 
soil-depleting crops - such as wheat, corn, and cotton - to soil- 
building crops, chiefly legumes and pasture, and who adopted other 
conservation practices, such as terracing, contour plowing, and 
fertilizing. Thus it was hoped that by an indirect means - which 
would also be socially desirable - farmers might be induced to 
curtail production of staple crops. Critics have declared that in 
actual operation the measure resulted more in extehdlng cash re¬ 
lief to farmers then in a shifting of crops and in soil building. 
At any rate, the severe drought of 1936 reduced crops so much that 
the last of the great surpluses, except in cotton, disappeared. 

The resultant higher prices stimulated heavy plantings in 1937. 

The effects of invalidation of the 1933 Act thus were postponed 
for a year by abnormal weather conditions. 

The AAA of 1938 . Huge crops in 1937 coincided with a decline 
of business activity. Agricultural commodity prices fell sharply 
and farmers' purchasing power again threatened to sag. The soil 
conservation programs were clearly not adapted to cope with crop 
surpluses. Pressure was brought on Congress for more effective 
legislation, and in consequence, it passed a new Agricultural Ad¬ 
justment Act in February 1938. 

The main purpose of this law is to carry price-depressing 
surpluses over from a year of bountiful production to a year of 
short production. Hence the name, "ever-normal granary," given to 
the plan. But to guard against the trap into which the Farm Board 
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fell, it provides a means for controlling market supplies. Its 
main provisions may be broadly summarized as follows: 

1. The soil-conservation programs are continued. Payments 
are made to farmers who cooperate in these programs. 

2. National acreage allotments for farmers producing wheat 
corn cotton, tobacco, and rice are to be set at levels that will 
y eld production ample for domestic consumption, for exports, and 

or reserve supplies. Farmers are encouraged to produce no more 
than these allotments, but their conformity is voluntary. 

3. Commodity loans - of the type outlined above - may be made 
to farmers in order to support prices and to enable them to store 
surpluses from years of big crops for sale in subsequent years. 
Under certain price and supply conditions, loans are mandatory. 

4. In order to obtain general participation by farmers in a 
program designed to hold surplus supplies of the five commodities 
Off the market until they can be sold m.ore favorably, marketing 
quotas may be Imposed, subject to approval by two-thirds of the 
farmers voting in a referendum. Sales in excess of such quotas 
are subject to penalties. 

5. In addition to soil-conservation payments, the act author¬ 
izes parity payments" to farmers whenever the price of one of 
the five commodities falls below "parity" and provided that Con¬ 
gress appropriates the necessai'y funds. 

Let us see somewhat more specifically how the act is applied 
to a particular commodity - for example, cotton. A national allot¬ 
ment is to be announced by the Secretary of Agriculture not later 
than November 15 of each year. This is the number of bales ade¬ 
quate, together with the estimated carry over, to make available 
a "normal" supply of cotton. The allotment then is apportioned 
among the States In terms of acreage, chiefly according to past 
yields, and among counties and individual farmers. (The allotment 
for 1939 was set at the yield of 27.5 million acres). Farmers who 
do not plant in accordance with their allotments are not eligible 
for benefit payments. If, by November 15, cotton supplies during 
the next marketing year promise to exceed by more than 7 per cent 
the "normal" need for domestic consumption and export, the market¬ 
ing quota provisions are put into operation, unless disapproved by 
More than one-third of the cotton farmers voting In a national 
referendiaa. (Marketing quotas were overwhelmingly approved In 1930 
and 1939). Once the quota is In effect, farmers must pay a penalty 
of 3 cents for every pound of cotton that they sell above their 
Individual allotments• 

Cotton loans are to be made to famiers by the government when 
the price of cotton falls below a certain level or when the pro- 
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spective supply will be greater than the "normal" supply. Rates 
for loans to cooperating farmers range from 52 to 75 per cent of 
the "parity" price. Non-cooperators may also have loans, but at 
only 60 per cent of the rate available to cooperators. The bor¬ 
rowing farmer offers cotton as security for his loan. This cotton 
is taken off the market by the government and is stored in com¬ 
mercial warehouses. Presumably, the government’s investments in 
the loans are protected by the availability of marketing quotas 
for preventing the dumping of additional surpluses and the col¬ 
lapse of prices below the loan rates. If a marketing quota in any 
year is rejected by the farmers, no loan may be made until the 
beginning of the next marketing year. Under these provisions, 
cotton loans were extended during 1938-39. Secretary Wallace has 
frankly said: "Without the supporting influence of the government 
loans, the record-breaking supply of cotton and the disrupted 
state of world trade probably would have depressed domestic prices 
to the level of 1931 and 1932. But the loan itself, while it 
helped to maintain domestic prices, had the effect of impounding 
large supplies and of restricting the free flow of American cotton 
into export.... It held the price of American cotton above its 
normal relation to the price of foreign growths, and thereby gave 
foreign growths a price advantage..." 

The programs for the four other crops operate similarly. 
Acreage allotments for wheat, com, tobacco, and rice were fixed 
in the crop years 1938-40, but marketing quotas have so far been 
applied only to certain types of tobacco. Commodity loans have 
been made to farmers producing com, wheat, and tobacco. Producers 
of all five crops have received price-adjustment, or "parity," 
payments. 

It is obvious that this law gives the government extensive 
powers over agricultural production and prices - greater even than 
did the AAA of 1933. However, in April 1939 the Supreme Court 
found the marketing quota provisions of the law to be constitution¬ 
al, on the ground that they are a regulation of interstate com¬ 
merce. 

Supplementary AAA measures . The AAA .of 1933 included provi¬ 
sions for "marketing agreements" as a supplementary means of 
achieving its goals, and these provisions were not affected by the 
Hoosac Mills decision. It was believed that agreements between 
the Secretary of Agriculture, on the one hand, and farmers and 
handlers of agricultural products, on the other hand, might make 
possible a regulation of prices or volume going to market (more ex¬ 
actly, a regulation of prices through volume going to market) and 
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thus contribute to farmers' incomes*^ In practice, most of the 
agreements have been limited to dairy products and ’'non~baslc" 
commodities moving In Interstate commerce, such as citrus fruits, 
walnuts, prunes, celery, apples, and strawberries. Effective plans 
for control of milk prices proved difficult to apply and enforce. 
But agreements covering certain fruits and vegetables have been 
quite effective in raising growers' returns by such methods as 
(1) determining the market supply that will yield a satisfactory 
income and then prorating this supply among shippers; (2) suspend¬ 
ing shipments when markets are glutted; (3) preventing low grades 
from reaching the principal markets. These methods are essentially 
similar to those developed by successful farm cooperatives. Here, 
too, the main emphasis has been on restriction of market supplies. 
Although - as we have noted in the preceding chapter - the social 
efficiency of agricultural marketing could be raised, to the ad¬ 
vantage of consumers and farmers, little has been achieved in this 
direction by the agreements. More than forty marketing agreements 

were in operation during 1939, affecting about 1.3 million farm¬ 
ers . 

The AAA has also developed programs for the purchasing of farm 
surpluses and diverting them into special channels. Most important 
has been the distribution of foodstuffs for relief purposes. The 
Federal Surplus Commodities Corporation buys "surplus" products 
and turns them over to state welfare agencies, who distribute them 
to the needy. This serves the double purpose of raising farm 
prices and giving persons on relief more food than they would 
otherwise have. At times, the first purpose has apparently much 
outweighed the second. The purchases have been only a small part 
of total supplies marketed, and they have been made only when sup¬ 
plies were near record levels and growers' returns threatened to 
be low. Within recent years this scheme has had a further develop¬ 
ment in the successful "food-stamp order" plan. There has also 
been some diversion of surplus commodities into by-product chan¬ 
nels . 

Large-scale subsidization of wheat and cotton exports was 
undertaken during 1938-39 in order to boost sagging foreign sales 
of these commodities. The decline of exports appears to have been 
partly a result of the relatively high level at which American 
wheat and cotton prices were held by the loan operations. But ex- 


la The agreements are entered voluntarily by farmers, distribu¬ 
tors, and processors. Under special circumstances, in order to 
prevent a minority from blocking efforts of a majority, the Secre¬ 
tary may require the minority group to abide by the terms of an 
agreement. 
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port subsidies involve the danger that importing countries may 
impose higher duties to offset American "dumping," and that other 
wheat and cotton exporting countries may also subsidize their 

foreign sales . 

OTHER AGRICULTURAL PROGRAMS OF THF. NEW DEAL 

Crop insurance . The Adjustment Act of 1938 authorizes the 
establishment of a governmental crop-insurance system. So far, 
the plan has been limited to wheat. Farmers who want to insure 
against crop failure pay premiums in wheat to the government. 

This wheat Is stored. When the insured farmers suffer unavoidable 
crop losses, they are paid indemnities out of the reserve wheat 
stocks. Such protection may in time be extended to other crops. 

Farm credit . A measure of prime importance was the organiza¬ 
tion early in 1933 of the Farm Credit Administration, for the 
purpose of integrating the various federal farm-loan agencies, 
providing additional credit facilities, and helping heavily in¬ 
debted farmers by scaling down their mortgages and interest pay¬ 
ments. Special mortgage moratorium laws have also given a breath¬ 
ing space to distressed farm debtors. During 1933-39 the PCA made 
loans totalling $8.2 billion, primarily in order to save farm 
proprietorship. At the end of 1939, about $8.2 billion of FCA 
loans were still outstanding. The government has gone far toward 
the elimination of private financing of agriculture. For example, 
by the beginning of 1938 nearly 42 per cent of the total farm- 
mortgage debt was held by federally sponsored agenC-les, as against 
only 19 per cent in 1928. The trend has been toward making it 
easier and easier for farmers to obtain PCA financing - apparently 
in response to political pressure. Many farmers have been able to 
save their homes and land from foreclosure, and many others have 
had their heavy debt burdens lightened. But it must be recognized 
that much of this loan program is outright subsidization. 

Reciprocal trade agreements. The trade-agreemehts program, as 
noted in a previous chapter, is intended to enlarge foreign mar¬ 
kets for American goods, including farm products. Without doubt 
the agreements now in effect have helped somewhat to Increase cer¬ 
tain agricultural exports, and there is little merit in petty com¬ 
plaints that they have injured farmers by encouraging competitive 
imports of agricultural commodities. In principle, this is a most 
promising method of strengthening American agriculture, for the 
interests of our farmers are largely on the side of freer world 
trade. But unfortunately the European war makes further progress 
in this direction uniikely. 

Rural rehabilitation and reconstruction. The programs out- 
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llnea above are primarily concerned v,lth problems of commercial 
agriculture. But the New Deal has undertaken to help the poorer 
farmers, not only by direct relief of the drought and depression 
victims, but also by efforts at long-range reconstruction. Since 
Ad ese activities have been centralized In the Farm Security 
Administration (during 1935-37 it was known as the Rec.^- 4 -, 

Administration). The main purpose of the PSA I 3 to help low-lL 
come farmi families to become self-supporting, hore than 1 ilT, 
lion of such families were given financial aid during I 935 39 

The help offered by the Administration takes many different 
forms, because it is Intended to overcome a wide variety of dif¬ 
ficulties. A family may be in trouble because of poor land bad 
management, drought, ill-health, an overload of debt. Ignorance 
of sound farming methods, Inability to secure credit* or 
other handicaps. The Administration helps each family to find 
answers to its individual problems; and If necessary It loans the 
family the money needed to solve them. The work of the PSA I 3 ^ 
carried on under three general divisions, which represent the im¬ 
mediate, the long-term, and the experimental programs of the 
agency. They are as follows: 

1. "Rehabilitation: Needy farm families, which cannot get 
adequate credit anywhere else, are provided with small loans to 
enable them to make a living from the land. Every loan is accom¬ 
panied by advice in planning a sound system of farm management. 
Rehabilitation borrowers also are helped to negotiate voluntary 
debt adjustments with their creditors; and to fozTn cooperatives 
to provide necessary equipment and services, such as group medi¬ 
cal care, which no single family could afford alone. In cases of 
extreme distress, usually in drought and flood areas, small grants 
are made to tide farmers over until they can make a crop. 

2. "Tenant purchase program: A limited number of tenants, 
share-croppers, and farm laborers are provided with loans to en¬ 
able them to buy farms of their own. This program, authorized by 
the Bankhead-Jones Farm Tenant Act (1937), la Intended to help 
check the alarming increase in farm tenancy, to eliminate the 
worst forms of tenancy, and to preserve the traditional American 
Institution of the family-sized farm. 

3. "Hraiestead projects: The PSA is completing and managing 
161 homestead projects, for the purpose of demonstrating sound 
principles of farm and connnunity management, and to experiment 
with new developnents along these lines. Some of them have been 
settled with scattered, individual fams; some with a single large 
cooperative farm operated by the residents as a group; others with 
various combinations of these two plans. A few have industrial en- 
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terprlses to supplement farm income. The FSA is also providing 
sanitary camps for migrant farm workers."^ 

Thus, for the first time in our history, the government Is 
directly tackling problems of the submerged rural population. 

Much effective work has been done, but it must be admitted that 
it goes only a small way toward meeting basic difficulties. Many 
families in need of rehabilitation cannot be reached with present 
funds. Under the tenant purchase program, for example, 4,340 loans 
were made in 1939. But the FSA had 146,090 applications on hand. 
Moreover, it is estimated that the total number of farm tenants 
has recently been increasing at the rate of 40,000 each year. 
Clearly, this program can lift only a very small proportion of 
our tenant farmers to the status of ownership. 

Under the Rural Electrification Administration, great ad¬ 
vances have been made in providing farms with electric power. 

Thus, in 1935 only 10 per cent of the nation’s farms had central- 
station electricity; four years later, partly as a result of the 
REA program and partly as a result of accelerated private activi¬ 
ty, about 22 per cent of the farms were electrified. An earlier 
chapter has Indicated the Increased scope of governmental efforts 
to combat the extremely serious problems of soil erosion. These 
efforts include rearrangement of individual farm practices; up¬ 
land flood-control work; purchase of submarginal land and its con¬ 
version into forest, wild-life, and grazing areas; advancement of 
farm forestry. 


ULNEFITS AND BURDENS OF THE AAA 

Increased real income for farmers was - and remains - the 
major objective of the AAA. Therefore an evaluation of the ad¬ 
justment programs must be immediately concerned with the extent 
to which this objective has been realized. How much did these 
programs contribute to agricultural income? How were the gains 
distributed among various types of farmers? At w’hat cost were 
these gains made? But from a longer-run point of view, other 
questions are probably of greater significance, and it is essen¬ 
tial that we at least take note of such f\mdamental aspects. 

Effects on farm Income . Since 1932 there has been a marked 
rise in total agricultural income. In farmers’ cash Incomes from 
marketings and from government payments, and also in fanners’ pur 

chasing power* The extent of these changes are shown in the 
following table. 


1. Adapted from Report of the Administrator of the Farm Security 
Administration, Washington, 1939, pp. 1, 2, 18. 
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Gross 

farm 

income^ 

Million 

dollars 

Cash income 
from farm 
marketings 

Million 

dollars 

Govern¬ 
ment pay¬ 
ments 

Million 

dollars 

Index of 
prices paid 
by farmers 
for goods 
they buyS 

1929 

12,791 

11,221 


153 

1932 

5,562 

4,682 

. 

107 

1933 

6,404 

5,278 

131 

109 

1934 

7,629 

6,273 

447 

123 

1935 

8,688 

6,969 

573 

125 

1936 

9,672 

8,212 

287 

124 

1937 

10,425 

8,744 

367 

130 

1938 

9,290 

7,599 

482 

122 

1939 

9,769 

7,711 

807 

121 


Of course, only part of the increase in farm income can be at¬ 
tributed to the AAA programs. Some of it resulted from other gov¬ 
ernmental actions, some from general economic recovery, some from 
higher agricultural prices following widespread drought in 1934 
and 1936. These various factors were intertwined, and it is ex¬ 
ceedingly difficult, if not impossible, completely to isolate the 
effects of the agricultural programs. 

However, the AAA has made an apparently fair and careful es¬ 
timate of its contribution to the incomes of producers of certain 
commodities. Several conservative assumptions underlie this esti¬ 
mate; the chief ones are that "other conditions would have been 
the same with or without the AAA programs" and that "recovery from 
the depression would have occurred whether or not there had been 


a farm program." The AAA 

evaluation 

may be summarized 

as follows; 


Income 

Income 

Gains 


without 

with 

due to 


programs 

programs 

programs 


Million 

Million 

Million 


dollars 

dollars 

dollars 

Wheat, 1933-38 

2,054 

2,347 

293 

Cotton, 1933-38 

3,671 

4,547 

876 

Tobacco, 1933-36 

876 

1,287 

412 

Meat animals, 1933-36 

5,766 

6,549 

784 


1* This includes cash income from farm marketings, government pay 

ments, and value of fara products consumed on farms. ^ 

* 

2« The base period for this index is 1910-1914 (s loo). 
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A study by the Brookings Institution estimates that, during 
the three years 1933-35, total AAA benefits to cotton growers may 
have amounted to $780 million; to wheat farmers, $356 million; to 
corn-hog producers, $320 million; and to tobacco growers, $150- 
$200 million. Total gains of farmers under all commodity programs 
are estimated as about $1.8 - $2.0 billion. If allowance is made 
for higher prices paid by farmers for agricultural products that 
they purchased, then the net gain might be estimated as roughly 
$1.5 billion. Most of the AAA contributions to wheat and com- 
hog farmers were in the form of direct cash payments by the gov¬ 
ernment; a large part of the gains of cotton and tobacco produ¬ 
cers, however, resulted from price increases under the AAA re¬ 
striction program.^ 

Various types of farmers and different agricultural regions 
did not share equally in these gains. The Incomes of farmers who 
entered the AAA programs increased more than did the incomes of 
those who stayed outside and took their chances on benefiting 
merely from price advances. Highly organized commercial fruit and 
truck farmers on the Pacific Coast and in a number of other spe¬ 
cialty-crop areas appear to have gained considerably from market¬ 
ing agreements. But other fruit and vegetable farmers and many 
dairy producers, especially those in New England, received few 
benefits. Again, inasmuch as the adjustment programs are concerned 
primarily with commercial agriculture, the great bulk of their in¬ 
come contributions flow to the 51 per cent of our farmers who in 
1929 produced 09 per cent of all agricultural products marketed. 
This means that non-commercial farmers, large numbers of tenants, 
and farm laborers have gained little from the AAA.^ Indeed, some 
laborers, share-tenants, and croppers in the South have lost em¬ 
ployment and incomes as a result of the crop-curtailment programs. 
Moreover, benefit payments were to be made to tenants and croppers 
through their landlords, but there is evidence that many landlords 
unfairly retained money that should have gone to their subordi¬ 
nates. The AAA has made efforts to minimize these inequities. 

It would be unfair to censure the AAA for neglecting the sub¬ 
merged half of our farmers. Any agricultural policy designed to 
help farmers by means of operations in the traditional price sys¬ 
tem must of necessity concern itself largely with the commercial 


1. Edwin G. Nourse, Joseph S. Davis, and John D. Black, Three 
Years of the Agricultural Adjustment Administration. The Brookings 
Institution, 1937. 

2. We have already noted that agricultural workers are largely se¬ 
cluded from the benefits of protective labor laws and social in¬ 
surance. 
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farm operators. Nor can the AAA be blamed for insecure labor and 
tenancy conditions in the South. It now appears that most of the 
displacement of tensints, croppers, and laborers in recent years 
came as a result - not of AAA acreage reduction - but of mechani¬ 
zation. This would have taken place, to some extent, even if the 
AAA had not operated. We must keep in mind, too, that some prom¬ 
ising efforts on behalf of less fortunate rural people are being 
made, especially under the Farm Security Administration. These 
activities are perhaps little more than experimental, but they 
are a beginning. In view of the political power of the various 
groups in agriculture, it is surprising - not that so little is 
accomplished for the poorer farmers - but that even this much is 
being done. 

Effects on non-farm Income . Larger farm purchasing power 
after 1933 raised income and employment in industries that make 
and distribute goods which farmers buy. For example, farm cash 
income in 1935 was 58 per cent larger than in 1932. Maniifactured 
commodity shipments by car lots to agricultural areas, in the 
corresponding period, increased 60 per cent. On the other hand, 
the cotton-reduction program has reduced employment in the ginning 
and handling of cotton. All in all, it is likely that the bene¬ 
fits of the AAA contributed toward general economic recovery. 

Costs of the AAA and other farm programs » The reverse side 
of these AAA contributions to income is the added costs borne by 
consumers and taxpayers. During the period 1933-35, consumers were 
burdened by price increases resulting from AAA crop restrictions 
and from imposition of processing taxes, and at the same time they 
received smaller quantities of some products. The Brookings In¬ 
stitution, in the study cited above, estimates these costs as fol¬ 
lows: Total consumer expenditures (in 1933-35) for wheat products 
were increased by about the amoimt of the wheat processing taxes - 
that is, $260 million - for which expenditures consumers received 
some 2 or 3 per cent less flour. As a result of the cotton pro¬ 
gram they spent about $500 million more for cotton goods and ob¬ 
tained 2 or 3 million bales less. Consumers' expenditures for pork 
did not increase as a result of the AAA. Here the burden on con- 
Bximers was the loss of about 1.1 billion poxmds of pork which they 
could otherwise have received at no additional cost. No signifi¬ 
cant burdens were imposed on consumers by the tobacco programs. 
Expenditures by the government in connection with the adjustment 
programs In 1933-36 totalled $1.7 billion. Net revenues from pro¬ 
cessing taxes amounted to about $900 million. The remainder of 
the disbursements had to be covered by general funds of the fed¬ 
eral Treasury* 
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The invalidation of the processing tax in January 1936 ended 
such ability as the AAA had to support itself financially. Of 
course, since that time consximers have continued to be burdened 
to the extent that the AAA programs have raised prices and cur¬ 
tailed supplies. But government payments to farmers have come out 
of general Treasury funds. Total federal outlays on behalf of 
farmers have shown a marked upward trend during the past ten 
years. Agricultural relief expenditures in fiscal years since 1933, 
exclusive of those by federal farm credit agencies, have been ap¬ 
proximately as follows : 


1934 

$309,500,000 

1938 

$ 587,100,000 

1935 

845,100,000 

1939 

1,069,600,000 

1936 

730,900,000 

1940 

1,321,800,000 

1937 

779,000,000 




In addition, the Farm Credit Administration has loaned more than 
$0 billion to farmers since 1933, most of which has been repaid. 
These mounting outlays have given rise to much criticism. It is 
asked whether they are to be regarded as emergency expenditures, 
or as permanently necessary subsidies. Secretary Wallace’s reply 
is that big expenditures for a farm program must go on "as long 
as agriculture la at a serious disadvantage In bargaining power 
with other groups, and as long as low farm income makes It Im- 
posclble for farm families to conserve our basic land and human 
resources for the future."^ 

THE OUTLOOK FOR AMERICAN AGRICULTURE 

■ Thus there Is no question that the AAA and other New Deal 
farm programs have resulted in substantial immediate benefits to 
farmers. They have won considerable success in their prlmar*y mis¬ 
sion of overcoming depression on the farm front. But it Is intend¬ 
ed that agricultural income be raised - not as a result of mere 
"handouts" - but as a result of efforts to strengthen farmers in 
the markets. What, then, seem to be the long-time trends of Ameri¬ 
can coOTnerclal agriculture? Is it being fundamentally strengthened 
by current policy? These are the'ultimately important questions# 

It must be said that - so far as the great staples are con¬ 
cerned - the basic agricultural dilemma remains. And this, as we 

1. Speech of December 5, 1939. The Republican Party's attitude 
does not appear to be substantially different: "Until the nation¬ 
al economy as a whole is brought to a full and balanced recovery..* 
the necessity of some form of direct subsidy to agriculture to se¬ 
cure effective parity and to control the impact of surpluses upon 
farm prices must be recognized." (From Report of Republican Pro¬ 
gram Committee, February 16, 1940.) 
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have seen, is finally a dilemma of our entire economy. Large po¬ 
tential supplies and inadequate demands, at home and abroad, still 
tend to hold prices at levels unprofitable to many farmers. In 
the absence of subsidies, their incomes seem likely to remain in¬ 
adequate. The AAA has effected some reductions of current market 
supplies - and it must be kept in mind that its controls were 
virtually suspended in 1936-37. Moreover much good is likely to 
result in the long run from AAA encouragement of shifts of acre¬ 
age from cultivated crops to pasture crops, not least because 
this reduces soil depletion and erosion.^ But at the same time 
other forces, chiefly technological and biological, are tending 
to Increase agricultural yields. And there is always a question 
whether farmers will agree to further reductions of output - in¬ 
cluding high-cost output - so long as they see a political possi¬ 
bility of obtaining subsidies. According to the Brookings Insti¬ 
tution, the production adjustment programs "tended to subsidize 
inefficient and high-cost farming to a significant extent."^ Also, 
in years of b\imper crops farmers may approve of governmental ef¬ 
forts to withhold stocks from the market, but they are not so 
likely to support subsequent sale of these stocks. 

The farm programs have done relatively little to raise de¬ 
mands for the staples, and indeed in some cases they have tended 
to reduce market outlets. Thus, Farm Board and AAA actions, es¬ 
pecially commodity loans, appear to have reduced exports of cot¬ 
ton. Support of American cotton prices above world levels has 
checked sales in markets abroad and encouraged foreign production 
of the staple. In 1927-28, 49 per cent of all the cotton consumed 
outside the United States came from this country; in 1936-38 only 
about 25 per cent. The farm programs are not alone responsible 
for this decline. Yet it remains that a large part of our foreign 
cotton market is lost and that the situation of American cotton 
agriculture is precarious. It is the weakest sector in our farm 
economy. 

To be sure, general economic recovery has stimulated domestic 
demands for some products, but not sufficiently to enable us to 
say that the crisis is ended. The foreign market outlook still 
points to declining American farm exports. And the European war 
has darkened the long-run prospects. Demands of the belllgerants 


1 •‘Incidentally, the complicated operations of the AAA have re¬ 
quired a high degree of administrative talent in government agen¬ 
cies as well as in farmers' organizations. This experience may 
eventually prove very valuable in the national interest. 

2. ^0£. cit .. p. 374. 
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for food and cotton may rise if the war is protracted, but they 
cannot be expected to remain on high levels after the war. 

From a narrowly technical-economic standpoint, we undoubted¬ 
ly have too many farmers - we have a surplus of man-power in ag¬ 
riculture. It is hard to escape the conclusion that millions of 
our farm people must leave the land , or ^ doomed to chronic pov- 
erty, or ^ subsidized by the government » Obviously, if our urban 
economy expands so that it can absorb surplus farmers at decent 
wages, then much will be gained. (However, as we shall see, cer¬ 
tain authorities believe that any great reduction of our rural 
population would be a national calamity.) But so long as that does 
not happen, we must be prepared to hear demands for continued sub¬ 
sidies. Our farmers will not sink into chronic poverty without 
vigorous protests, and they have political power to translate 
their protests into action. 

Of course, it is not likely that the future will witness any 
one of these alternatives alone. Life is not so simple. Industry 
will probably absorb some rural people; others will become poor 
or even poorer; still others will be helped by the government to 
stay on the land. Some farmers, especially those producing crops 
whose domestic demands will rise with higher national income, may 
make good livings. Prophecy of social changes is dangerous. But, 
short of unforeseeable developments, America cannot be expected 
t© maintain a large rural population on satisfactory living levels 
without public aid. The alternative may well be such growing un¬ 
rest among farm people as to endanger our democracy. 

There is a final question: Is subsidy even less desirable 
than the evils it is Intended to overcome? Many persons think so. 
They see vested interests being built up, and demanding more and 
ever more from the public purse. They also argue that subsidies 
restrict the ability of non-agrlcultural industries to employ 
people now on farms. Joseph S. Davis, an eminent agricultural 
economist, declares: 

"Raising farm income above its economic equilibrium level 
tends to mean more farmers than can earn these incomes; this 
hampers consolidation into more efficient operating units, cre¬ 
ates a problem of surplus farm population, and intensifies de¬ 
mands for subsidies to farmers; and it logically leads next to 
restraints on entrance into farming.... No on© has yet seriously 
proposed that measures to regulate acreage, farming procedures, 
production, and marketing be reinforced by regulation of the en¬ 
trance into and exit from farming, but these are logical further 
strands in the tightening web of regimentation.... Farmers have 
set great store by Independence, whatever its limitations in 
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practice. The new policies are not curtailing this independence 
but sapping their morale, even though many recognize as bonuses 
payments that are camouflaged under more appealing names. Once 
accustomed to a gentle rain of federal checks, farmers are re¬ 
luctant to see the rains cease - however irrational the procedure 
may appear to them, however uncomfortable the terms Imposed. Re¬ 
gardless of the purity of motives of the Administration, a subtle 
form of political corruption is involved; for farmers’ votes are 
effectually influenced when their Income seems to depend increas¬ 
ingly on political measures, and less and less on the economic 
value that society sets on their products and services. ... I be¬ 
lieve that beyond somewhat narrow limits higher real Incomes per 
farm family are conditioned upon reductions in our commercial 
farming personnel, as well as increase of size of commercial farms 
to accommodate Improved machine technique; and that subsidies to 
keep more people in farming will not avail, in the long run, to 
raise incomes per farmer."^ 

There is merit in these criticisms. However, it is one thing 
to criticize farm policy, and quite another - and much more diffi¬ 
cult - thing to propose alternatives that are politically feasible. 
Moreover, it ought to be recalled that government has always sub¬ 
sidized one group or another, not least many people who consider 
themselves "ruggedly independent." Consider, for example, the aid 
to shipping and airplane companies, not to mention the protective 
tariff. Indeed subsidies can sometimes be justified. Short-run 
subsidies may be advisable when there are sudden large changes in 
demand or in technology that would result in great hardships to 
many persons. Long-run subsidies may be warranted when there is a 
continuing discrepancy between market demand and social utility. 
Here, of course, the difficulty is objectively to measure "social 
utility." As for American agriculture, it may be argued that 
short-run aid is required because the only practical alternative 
is increased poverty for many farmers. Secondly, long-run subsi¬ 
dies may be desirable if we are convinced that farm life has in¬ 
herent social values not found elsewhere. Some authorities believe 
that maintenance of a large number of family-owned and -operated 
farms must be a national goal. For that would help to preserve 
what still remains of Jeffersonian economic and political democra¬ 
cy. They argue that our cities are socially unhealthful, sterile, 
unstable. Rural life, on the other hand, is vital to the communi¬ 
ty. (But is it not possible in small towns to obtain many of the 

1. Joseph S. Davis, On Agricultural Policy . 1926-1938 . Pood Re¬ 
search Institute, 1939, pp. 476, 430, 465-66, 384. 
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alleged advantages of farm life?) Family farming shows a greater 
capacity to absorb distressed people, to withstand the buffetings 
of social crisis. A vigorous growing population is dependent on 
its rural children. Inequalities of wealth and social standing 
are not so great in rural society as in the cities. The virtues 
of country people are more largely "middle-class"j their social 
contacts are healthier and more durable. Certain thinkers even 
see a mystical relationship between man and land, between "blood 
and soil." 

Here is a problem calling for the highest social statesman¬ 


ship 



Section IX. LABOR AND THE MARKET 

INTRODUCTION 


For any connnunity of human beings to exist, some or all of 
its members must work. Food, clothing, shelter, and other desirable 
things can be obtained only by the exertion of physical and mental 
effort. In a particular society at a given time, the exertion re¬ 
quired and the forms it takes are determined by the natural re¬ 
sources available, and the skill that has been developed for the 
utilization of these resources. But satisfaction of such basic 
needs is not the only motive for labor. Some form of activity is 
essential for every person if he is to retain health and vigor. 
Activity which is directed at some end, particularly an economic 
end, is work, but activity which is undertaken merely for its own 
sake - as when one engages in a tennis game - is play. It appears 
that a ’’normal” person requires some amount of both. Still an¬ 
other motive for work lies In mankind's ever widening desires. 

Once the elementary subsistence needs are filled, men always have 
sought those amenities which make life pleasanter, always seeking 
to emulate their most fortunate neighbors. This spirit of keep- 
ing-up-wlth-the-Joneses” has been responsible for much of the ef¬ 
fort and sacrifice that have gone into raising the standard of 
living enjoyed by our people. 

The factors enumerated above help explain the need of indi¬ 
vidual people for work throughout human history, but in recent 
months every American has felt an Important incentive to labor 
arising from the needs of our society. Our mighty national defense 
effort has brought home the realization that the privileges and 
liberties Americans enjoy can only be preserved by the production 
of defense materials of all kinds in huge quantities. The worker 
at his bench is as truly a warrior for Democracy as the soldier, 
the sailor, or the military aviator. Similarly in peace time the 
nation as a whole has an Interest in securing maximum production 
as a means of enhancing the welfare of its people. 

In the present section we shall be concerned with two princi¬ 
pal questions. These ares (1) How does the society of which we are 
members, l.e., the United States, utilize its workers, and what 
are the dTfFlcultles that Impede their most effective utilization? 
(2) What are the consequences to workers themselves and also to 
other members of the community of the current ways in which work¬ 
ers are employed, and what can be done to make the current condi¬ 
tions conform more closely to the various Interests that are af- 
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fected? Any approach to such questions requires, first of all, an 
analysis of the position of workers in a system of free enterprise; 
that is, an analysis of how labor became wage labor. It requires, 
In the second place, a consideration of the technical and economic 
organization of the markets for labor, as affecting the bargaining 
positions of workers and employers. In the third place, it is nec¬ 
essary that the methods of collective bargaining used by both 
workers and employers be examined with regard to their effects on 
the markets for labor. Lastly, it is necessary that the relation¬ 
ships between public policy and the market for labor be examined 
with some care. These several matters, as they bear upon the two 
general questions posed above, will be treated in the chapters 
that follow. 


SUGGHSTHD FOR FUR'I HtR READING 

Herbert Harris, American Labor , Yale University Press, 1939. 

Albion G. Taylor, Labor Problems and Labor Law, Prentice-Hall,1938. 









33. THE AMERICAN LABOR MARKET 


UNIQUI! ri;A I‘LJRLS OF THF l.AUOR ^^ARK^■| 

The conanodlty characteristics of labor. To deal with the 
questions that are posed in the introduction to this section re¬ 
quires that we study in some detail the market for labor. When 
speaking of demand and of supply in this market it is implied 
that labor power - that which is bought and sold in this market - 
is a commodity similar to shoes, bread, automobiles, and other 
goods which have their own markets, » their own demands and 

supplies, 

An obvious reason for regarding labor as a commodity is the 
simple truth that every day millions of people are selling their 
labor power to other people v;ho can use that power to advantage. 
Furthermore, almost all labor is sold for a price. This price usu¬ 
ally is called the worker's wage or salary; but it is nevertheless 
a price, being the employer’s payment for the use of the worker’s 
services. What that price is usually depends on conditions of sup¬ 
ply and demand in a given place at a particular time. In the last 
few years makers of machine tools have needed many more pattern 
and die makers than were available, with the result that people 
having these skills received relatively high prices for their ser¬ 
vices. Yet a few years earlier (in 1932 for example) the supply 
of such labor power rather exceeded the needs of employers so 
that wages were lower and many pattern and die makers were unem- 
ployed. 

But, as in all markets, supply and demand not only meet to 
determine the prices of labor; they are in turn decisively influ¬ 
enced by these prices. At a wage of fifty cents an hour in a cer¬ 
tain community, two hundred men may be willing to work As ditch 
diggers. Should wages suddenly go up to two dollars an hair, how¬ 
ever, the number of people desiring to have such employment would 
probably rise greatly - perhaps to several thousand, since digging 
ditches would become more attractive than many alternative occupa¬ 
tions paying less than two dollars an hour- Employers too are af¬ 
fected by wage changes. At fifty cents an hour, they may find it 
profitable to employ one thousand workers, but at two dollars an 
hour they may find it profitable to hire only three hundred. A 
little reflection will readily show that these charaoterlstics of 
supply and demand in the market for labor are similar to those of 
any ordinary commodity sold in its own market. It is these and 
other similarities which sometimes Justify the discussion of labor 
as If It were a commodity no different from automobiles or hats. 
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Inadequacies of the commodity concept. But there are also 
important differences between labor and ordinary commodities. 
These must not be forgotten, for they seriously affect the market 
for labor. Most of these differences arise from the fact that hu¬ 
man labor is inextricably bound up w^th the person who produces 
it. 

In the first place, human beings live for only a finite time 
and past time can never be recalled. Hence labor power is the 
most perishable product knov/n, and must be used as time passes 
or it is wasted forever. One result of this is the fact that when 
a worker is unemployed his energies for productive activity can¬ 
not be stored for future use as can most other commodities. The 
great extent of unemployment of the 1930’s resulted in an incal¬ 
culable loss to the community in terms of energy and ability ir¬ 
retrievably wasted. 

A second difference inheres in the fact that human beings 
who produce labor power have independent wills and inner drives 
of their own. The possessor of an automobile can abuse and mal¬ 
treat his car without fear of revolt. A worker, whether slave or 
free, cannot usually be treated in this way. In fact, even when 
the employer seeks to deal fairly with his employees, his task is 
made difficult by the individual desires and peculiar habits of 
those he employs. In the sale of his services, the laborer fre¬ 
quently has an idea of a "fair wage" which he believes that he 
needs in order to live decently. He seeks this without regard to 
the supply and demand situation, and is discontented if he does 
not get it. The human worker, in short, intrc^:luce3 a degree of 
rebellion and irrationality, at least potentially, which vastly 
complicates the buyer-seller relationship in the labor market as 
contrasted with the relations between the men who buy and sell 
shoes or radios. Practically all of modern social legislation 
dealing with labor conditions has its roots in this non-commodity 
aspect of labor. 

How the labor market operates . It has been noted that the 
function of the labor market is to bring together the supply of and 
the demand for labor power. Once brought together, however, those 
who want and those who have this labor power must enter Into an 
agreement governing the use which one can make of the other's 
energies and abilities. In the United States - especially since 
1865 - the dominant relationship to be agreed upon has been that 
centering about the wage which the employer gives the worker. In 
return the latter agrees to perform certain duties, usually for a 
fixed period of time. But this is not the only possible relation¬ 
ship, and its predominance is a relatively recent phenomenon. The 
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slave market, for instance, is also a labor market, with the dis¬ 
tinguishing characteristic that the master-slave relationship to 
which this market leads involves the owner's solicitude for his 
worker-property at all times. This responsibility is absent from 
the wage relationship under which the worker is self-responsi ble. 
since an injury or misfortune occurring to him does not lower his 
value as the property of some other person. Thus after the Civil 
War, many Negroes learned that food was not available automatical¬ 
ly to a free person, but had to be secured by one's own labors. 

We have the contrast then between a slave market and a mar¬ 
ket for free labor. Theoretically the latter is one in which a 
worker labors when he pleases, where he pleases, and foi- whom he 
pleases. This follows from the principle that he is free to make 
the best bargain he can. The compelling motive here is self-in¬ 
terest . the worker striving to gain as much as he can from the 
sale of his services. He competes against all other workers who 
are similarly striving to make the best bargains they can. All 
workers, of course, bargain with employers each of whom, this 
theory of the free labor market asserts, is seeking to obtain a 
supply of labor at such a price and in such a quantity as to max¬ 
imize his profits from the employment of those workers. This view 
holds also that all employers are competing against each other, 
and that It is this competition between employers on one side, 
and workers on the other which takes place in the market. The bar¬ 
gaining between the two sides fixes the wage the workers will re¬ 
ceive and all workers willing to accept that wage will be employed. 
At this wage the employers hire all the workers whom it is prof¬ 
itable to employ. If any employer hired even one more worker at 
that wage, that additional employee's contribution to the employ¬ 
er's operating income would be less than his wage, and hence his 
employment would Involve some loss. These conclusions about the 
results of competition in the free labor market hold. It should 
be noted, only if the assumptions that have been stated are truly 
descriptive of the labor market's conditions. 

As the result of these negotiations in the labor market, the 
worker and his employer enter into a contract, which may be either 
verbal or written, and which states the duties the worker is to 
assume and the cwnpensatlon he is to receive. Our legal system 
has had for many years as one of its guiding principles the idea 
of free contract , l.e., the right of the individual employer and 
worker to reach an agreement unhampered by outside forces. The 
force of competition on the labor market, it was believed, would 
assure that each one was making the best bargain possible under 
the existing circumstances, and hence any interference would work 
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out to the detriment of both worker and employer, and also of the 
community. If we remember that this reasoning assumes equality 
of bargaining power on the two sides, and the presence of alter¬ 
native choices of both employment opportunities and of labor sup¬ 
ply, this conclusion will not seem unreasonable. Its validity for 
modern conditions must be based upon the extent to which these 
assumptions can be verified empirically. 

It is in these concepts of self-responsibility, self-interest, 
and free contract, together with the underlying axioms of compe¬ 
tition, that we find the essence of the idea of the free labor 
market. These are basic concepts of the lalssez faire or indi¬ 
vidualist philosophy. For a correct understanding of the Ameri¬ 
can labor situation, however, we shall have to examine the condi¬ 
tions that exist and note the extent to which they conform to, or 
diverge from, the Ideal free labor market. It may be pointed out 
immediately that the realities of the case are in many respects 
quite different from the ideal. But it will help us to compre¬ 
hend the actual conditions under which labor power is bought and 
sold today if we use this generalized account as a norm from which 
to measure divergences. Moreover, much of the legal, economic, and 
political thinking of the past century and a half has reached con¬ 
clusions based on the premises that were stated above. 

liUROPUAN ORIGINS OF WAGE LABOR 

Before proceeding to an examination of the labor market in 
the United States today, it will be well for us to pause briefly 
and consider a basic aspect of the development of American soci¬ 
ety. The question that is Involved is how it came about that men 
work for wages in the United States, or why we do not have a so¬ 
ciety of independent farmers and craftsmen, each working for him¬ 
self. To deal with this large question, we shall have to survey 
briefly the evolution of the American labor market, studying the 
different ways in which the tasks of our society have been per¬ 
formed, 1. e.. how production has been organized. 

Labor under feudalism. As with so many other aspects of our 
country's life, the development can be most clearly seen as begin¬ 
ning in the Europe of the Middle Ages, the period that falls 
roughly between the eighth and the seventeenth centuries. Society 
then was organized in the feudal system and presented marked con¬ 
trasts to our present community. All over England, France, Germany, 
and other parts of Western Europe, the basic unit in which men 
lived together was the meinor, the estate of a powerful lord who 
dominated the life of the people living on his land. These latter 
performed the productive work needed so that they, the lord, and 
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the lord’s retainers might live. Most of the work consisted of 
tilling the fields, but some of the serfs - as thes.e ordinary- 
people of the manor were called - were cobblers, blacksmiths, or 
other kinds of specialized craftsmen whose work was needed in the 
comnjunity. These serfs were neither slaves nor free workers, but 
occupied an intermediate position. They were not slaves because 
they could not be sold by one lord to another, and, as a rule, no 
one had any right to dispossess them of their occupancy of the 
manor. But neither were these serfs free. They needed the lord’s 
permission to do many things and owed him various required pay¬ 
ments, both in goods and in labor; some of these payments were 
made regularly, others only on special occasions such as a serf’s 
marriage or when the lord wished to outfit a company for a war. 

In return for the serfs' loyalty and payments, the lord -undertook 
to give t)iem protection and security against outside aggression. 

In short therefore, the labor relationship was one of reciprocal 
exchange between the serf and his lord, each having obligations 
to the other. Custom and tradition fixed what the serf had to 
give his lord, and what he might expect in return. Bargaining of 
the type known on a modern labor market simply did not exist and 
was Inconceivable to those who lived at the height of the feudal 
era. 

The rise of town labor. The feudal manor remained stable as 
long as it was a self-contained community having little connection 
with the outside world. It began to break up as trade revived and 
traveling merchants braved the perils of bad roads, rapacious 
thieves, and frequent wars to carry the fine silks, spices, and 
other goods of the Orient and Near East from manor to manor. These 
merchants and their helpers gave many of the common people living 
in serfdom visions of a world beyond their manor's fields. Those 
who were discontented and wanted adventure had their imaginations 
fired and their hopes raised. Some gathered courage to slip away 
from their homes and the life they had always known. They became 
maaterless men, owing allegiance to no lord and free of feudal 
bonds. Many of them joined traveling merchants and some, after a 
time, became merchants themselves. More, however, fled to the 
towns which were beginning to spring up at strategic points along 
the merchants' routes. Slowly, and only after long struggles, 
these towns became independent communities, free even of the i?ule 
of the lord beside whose manor's walls they often were situated. 

As the n-umber of such towns grew, the opportxmlties for escape in¬ 
creased and ever more serfs seized the chance - although, of course, 
only a minority fled because it required great dissatisfaction 
*nd great courage to make one want to brave the outside world. 
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As these towns developed, manufacturing of all kinds began 
to grow in them, both to satisfy the needs of those who lived in 
or passed through the town, and for sale to the merchants who 
needed goods for their wandering caravans. After a time, groups 
of craftsmen were organized among those who made each type of 
product. These cobblers and drapiers and smiths were Independent 
artisans working for themselves with their own tools in their own 
workshops, and employing a few apprentices and journeymen. To 
protect their interests, the members of each group organized craft 
guilds and these dominated their particular fields. The prevailing 
theory with regard to the market was that of the "just price." 

This asserted that each craftsman had a right to receive only 
such an income as would enable him to maintain the standard of 
living to which he and his fellows were accustomed. To make sure 
that no craftsman would become extraordinarily wealthy or suffer 
poverty, each guild established and enforced rigid rules regard¬ 
ing the quality of the goods its members produced, the prices at 
which they might be sold, the wages which were to be paid journey¬ 
men and apprentices, and nximerous other matters important to the 
trade. The consumers in each town received protection against 
adulteration, poor workmanship, or exorbitant prices when they 
bought from these craftsmen. But in return the guilds secured mo¬ 
nopolies of their markets in their respective towns. These began 
to make entrance into their respective crafts difficult by re¬ 
quiring long training periods and high proficiency, and later 
sought to prevent entirely the rise of employees from the status 
of apprentice to that of journeyman and on to that of master 
craftsman. Yet in the earlier periods, at least, apprentices, 
journeymen, and craftsmen regarded themselves as belonging to the 
same class, and ascent from one mxng of the ladder to the next 
higher one was not too difficult if one had the requisite skill 
and was willing to work hard. 

The domestic system . One other type of labor organization in 
medieval Europe requires our attention. The guild system, we have 
seen above, was essentially a small-scale scheme of production by 
a few individuals and their assistants. But as trade increased and 
markets expanded, such small-scale production became inadequate. 
Merchants in the larger towns sought to meet the growing demand 
by organizing some form of large-scale production. Guild restric¬ 
tions prevented the erection of many factories employing niomerous 
workers in the towns. But about the larger cities was an ever in¬ 
creasing number of free or serai-free farm people who, by one means 
or another, had loosened or entirely severed the bonds of the 
feudal system. Hence arose the domestic - or putting-out - system 
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in which the town merchants furnished these rural people with raw 
materials such as wool or leather which they fashioned into fin¬ 
ished or semi-finished products. Working in their homes, these 
freemen, together with their wives and children, could augment 
their farm incomes substantially. Regular routes were developed 
which the merchants' agents traversed, first bringing the materi¬ 
als and then gathering the product. Sometimes the domestic worker 
owned his own tools; at other times he did not, but rented them 
from the merchant. In the former case, of course, he could be 
much more independent than in the latter, and could sometimes 
choose which of several merchants he would work for. This system 
of production was bitterly fought by the guilds, because when its 
products came on the market they forced down the price received 
by the craftsmen and destroyed their monopoly. It was not uncom.- 
mon for craftsmen in a town to organize armed bands which invaded 
the countryside to destroy the looms or other tools used by the 
domestic workers. 


THE AMERU.AN liAC.KGROUND 

Workers in colonial America . Prom the very beginning of Eu¬ 
ropean colonization in what is now the United States, until after 
the Revolutionary War, one fact was outstanding; the land that 
had been found was rich and promised boxantiful returns to those 
who would develop its resources, but the labor needed to accom¬ 
plish this task was scarce. In New York, Pennsylvania, and other 
colonies, attempts were made to transplant feudalism to this con¬ 
tinent, but this usually failed. After all, why should people work 
under the domination of masters If there was free land in plenty 
on which a man might become an Independent farmer? Another reason 
for the scarcity of labor was the cost of bringing workers across 
the Atlantic, The colonial period from 1600 to 1776 was also a 
time of great internal stresses in Europe. In England, for Instance, 
large landowners - often the descendants of feudal lords who had 
turned their serfs into tenants and free farmers in consideration 
of substantial payments - found it profitable to consolidate the 
»any small holdings of their tenants and to attempt to gain con¬ 
trol over the plots of the free yeomen. Thus occurred the end os - 
ure movement which sent many off the land and into the large cit¬ 
ies where they sought work to obtain the necessities of life, 

Many of these Impoverished people were eager to come to the New 
World, but could not afford it. In the German Rhineland bloody 
wars had spread poverty and death over a large area, leaving the 
x*emalning Inhabitants eager to flee. 

It was to overcome this second obstacle to immigration that 
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the system of Indenture was horn* Poor Europeans wishing to come 
to America contracted with shipowners and others who provided 
passage across the ocean. In return,these workers agreed to be¬ 
come indentured servants, to work for whomever in the col¬ 

onies would buy their services for a period of from four to seven 
years. These workers were not slaves. After their indenture peri¬ 
od was over, most of them secured land and began independent farm¬ 
ing, Others set up as craftsmen in the small Atlantic seaboard 
tovms that needed skilled workers to satisfy the market demands 
of their inhabitants. Most of this Indentured labor supply came 
over willingly, but a substantial proportion was composed of con¬ 
victs (often from debtors' prisons) and of persons who had been 
kidnapped and brought over against their will. 

A second source of labor was the West Coast of Africa where 
Negroes were captured or bought and taken as slaves to the United 
States, This became a profitable trade since the labor needs of 
the South's tobacco, sugar, indigo, rice, and cotton farms were 
great, while even the North found these slaves useful as domestic 
servants and in some farming operations. 

Since colonial America was primarily an agricultural communi¬ 
ty, its main labor need was for farm workers. The little manufac¬ 
turing that existed was centered in the towns and occurred large¬ 
ly through the efforts of craftsmen producing for the local mar¬ 
ket. In Boston and other cities, some of these craftsmen attempted 
to organize guilds along the European model, but with little suc¬ 
cess, Some free workers who did offer themselves for hire received 
wages relatively high in comparison with those of Great Britain 
where the supply of labor was abundant..Had more workers been 
available at cheaper wages, manufacturing might have gone much 
further in the colonies. Instead, the colonial economy was com¬ 
posed largely of many small farmers, most of them self-sufficient, 
producing their own food and making their own clothing, furniture, 
and other household goods. 

In colonial society, therefore, we see the slave market and 
the beginning of a free labor market operating side by side. The 
former dominated in southern agriculture where tasks were simple 
and routine, and could be performed even by unwilling and ignorant 
slaves. The latter had primacy in the Middle Atlantic and New En¬ 
gland states where the need for skilled craftsmen usually made it 
unprofitable to employ the recently enslaved Negroes or their un¬ 
skilled offspring. 

From the Revolution to the Civil War . During the eighty years 
covered by this period, the United States progressed tremendously, 
and its territory, population, wealth,and power increased many 
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times. An Increased labor supply to satisfy the needs of this ex¬ 
panding nation came chiefly from two sources: the natural Increase 
resulting from a high birth rate, and Immigration which brought 
hundreds of thousands from Europe - particularly in the years 
1847-54 after the potato famines In Ireland - and the failure of 
liberal revolutions in Germany. Indenture virtually disappeared, 
while the importation of new slaves was forbidden by law in 1808. 
This encouraged the rise of a slave-breeding Industry in the bor¬ 
der states, particularly in Kentucky. 

Free land was no longer easily available as it had been for 
much of the colonial era. The Atlantic Cost had been rather fully 
settled and the seeker after new land had to go to the frontier 
which was rapidly moving westward to the Mississippi. It was not 
impossible to get a farm on virgin soil, but one had to travel 
longer to get it, and usually had to pay more for the land and 
its preparation for cultivation than had been true earlier. This 
did not prevent hundreds of thousands of immigrants, small farm¬ 
ers on worn-out eastern lands, and discontented workers from mov¬ 
ing to the West. But it did result in a larger proportion of the 
immigrants staying in the towns and cities and looking for jobs 
as wage laborers. 

In agriculture, the small farmer in the North used relatively 
little hired or slave labor. In the South, however, the invention 
of the cotton gin and the growing English demand for this fiber 
made its production highly profitable. It was this that shackled 
the slave system firmly onto the South and made it the dominant 
system of labor organization there. Those Southerners who could 
afford to own slaves built up plantations and lived the gracious 
lives that our tradition identifies as the "old South." Smaller 
farmers who could not buy any or many slaves had a difficult strug- 
Sle in the economic competition because their costs were higher, 
©specially when they farmed on the poorer lands. Some of these 
smaller farmers became overseers or other employees on the planta¬ 
tions; others drifted North; most remained at their low level of 
living, comforting themselves with the thought that they at least 
were superior to the slaves. This dominance of the slave system 
in the South had an Important repercussion in that it almost en¬ 
tirely excluded inunigrant workers from the South. These latter - 
Joany of whom were highly skilled - were warned by guide books, by 
friendly letters, and by word of mouth that they could never hope 
to compete with the cheap slave labor and should therefore avoid 
the South. The overwhelming majority did so. 

Manufacturing in the North experienced tremendous growth dur¬ 
ing this period, and saw the conflict of three types of labor or- 
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ganizatlon. The artisans and craftsmen, whom we noted as dominat¬ 
ing the manufacturing situation in pre-Revolutionary days, were 
fighting a losing battle. As Improved transportation and Increased 
population caused the market to expand, demand tended to outrun 
what could be produced by men working singly or in small groups. 
Using existing productive techniques, the solution for the prob¬ 
lem of Increased production was the domestic system. In shoes, 
particularly, many New England farm families were organized along 
the lines of that system, as described above, and merchants built 
up selling organizations to dispose of this increased output 
throughout the coxmtry. Workmanship was crude and both worker and 
employer feared the other would cheat him. But the domestic work¬ 
er was not absolutely dependent upon this occupation; he worked 
when he wanted to and without any overseer; and he did not have 
to fear dire want even if this supplementary Income vanished en¬ 
tirely. His ability to supply the food and to make most of the 
articles needed for himself and his family made him a relatively 
Independent - but also inefficient and irregular - worker. 

THE INDUSTRIAL SYSTEM IN AMERICA 

But neither of these, obviously, was the predecessor of mod¬ 
ern industry. This role fell to the New England textile indus¬ 
tries which engaged in the spinning and weaving of cotton and 
wool. These were the first to use the improved power machinery 
that was developed during the Industrial Revolution of the late 
18th and early 19th Century. This machinery was built in the 
United States by Samuel Slater and others who evaded the English 
laws against emigration of artisans skilled at the new processes. 
Between 1810 and 1840 a large number of textile factories sprang 
up in New England, particularly in the neighborhood of Boston. 

These factories were by far the largest In the United States, and 
employed mainly woman workers. Alexander Hamilton, in his famous 
Report on Manufactures of 1790, had urged the use of woman and 
child labor in order to relieve the scarcity of workers, and his 
advice was followed. These woman workers labored under what came 
to be known as the Waltham or Lowell System, after the towns where 
the largest factories of this type existed. The girls were recruit¬ 
ed from the neighboring fauns, and lived in supervised dormitories 
which chaperones managed with a strict eye for morality and proper 
behavior. 

These "ladies of the loom" were encouraged to form poetry and 
debating societies, and otherwise to strive for their own improve¬ 
ment during the hours after work. The reason for such activity was 
that these workers regarded themselves as - and for many years ac- 
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tually were - only temporary workers employed for wages until they 
could accumulate dowries, whereupon they would return to their 
parents' farms and get married. In times of had business, the fac¬ 
tories would stop and the girls would go home for a short vacation 
until production started again. But this idyllic labor system 
lasted only about two decades. After 1840 immigrants from Europe 
crowded into the New England textile factories and replaced the 
farmers' daughters. The immigrants were willing to work longer 
and for lower pay; they could not revolt if conditions became un¬ 
satisfactory because they had no other means of livelihood or 
other place to go. In short they constituted a permanent wage- 
labor class , working in central factories with machines and other 
instruments of production owned by their employers. 

Within a short time after the Civil War, factories operated 
by wage-labor became firmly established as the system of industri¬ 
al production. The expansion of demand caused by the Civil War, 
the building of a great network of railroads, and the development 
of large scale, expensive machinery for making steel, shoes, and 
other commodities were Important factors in bringing about this 
change. Business men found it profitable to build factories con¬ 
taining this valuable equipment and to begin producing for the 
great national market. A cheap labor force was secured from the 
millions of Immigrants who entered this country in ever-rising 
numbers during the 19th Century, as well as from the ranks of 
thousands of rural people who each year entered the cities seek¬ 
ing opportunity and fortune in the rapidly growing manufacturing 
industries. The domestic system, with its emphasis on the artisan 
and the small shop, faded far into the background since it could 
compete neither in efficiency nor in scale of output with the new 
city enterprises. 

All this seemed to contradict the American ideal. Jefferson 
and other early leaders had conceived of this country as a nation 
of small, independent farmers. They pointed to the vast areas of 
'indeveloped land, and asked why any man should consent to serve 
another permanently, if he had the choice of becoming his own 
master on a tract of virgin land. And many did avail themselves 
of this opportunity as was proved by the rapid settlement of our 
Waat. The labor force in the cities was recruited from those who 
did not have the money, the knowledge, or the initiative to be¬ 
come Independent farmers. Those who did go west helped keep down 
the supply of labor In the city markets and thus aided those who 
remained to get somewhat better wages and working conditions than 
they might otherwise have received. But incessantly the employers 
labor sought to offset the effects of the flight to the West 
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by encouraging the entrance oT Torelgn Immigrants and of American 
country people into the urban labor market. 

In the South, the end of slavery brought the need for a new 
method of organizing agricultural production. The result was the 
sharecropper and tenant system that was described in the preced¬ 
ing section• 


THE CONTEMPORARY LABOR PORCJ; 

To this point we have discussed (1) the ideal labor market, 
and (2) the evolution of American wage labor. Let us now turn to 
the modem scene and examine the labor market as it exists and 
operates today. To do this in detail would require a much more 
elaborate treatment than is possible or desirable in this study. 
Here we can look only at the general outlines of the labor mar¬ 
ket, and seek to obtain a frame of reference against which the 
complexities of particular situations in the labor market will be¬ 
come comprehensible. 

The labor force . According to the Census of 1940, there were 
more than fifty million Americans in the nation’s labor force dur¬ 
ing the week of March 23-30, 1940. This means that about two out 
of every five Americans either were working during that week or 
were looking for employment. The others were either too young or 
too old to work, were In school, were housewives, were unable to 
work because of Illness or other physical handicap, or were un¬ 
employable on some other groimd. It should be noted that the Cen¬ 
sus reported the labor force as of a particular week. 

The labor force referred to above was not composed exclusive¬ 
ly of wage laborers. It Included millions of farmers, business 
men,and professional people who work for themselves. In most cases 
these men do not consider themselves as constituting any part of 
the supply labor; many of them in fact are on the demand side of 
the labor market, in that they offer employment to other people. 
Yet it may be pointed that many of these are at least potentially 
on the supply side. If industrial employment increased sufficient¬ 
ly, many not-very-successful farmers and shopkeepers would find it 
advantageous to leave their present occupations and seek jobs 
working for others. 

But even after allowing for a large amount of self-employment, 
it is clear that the overwhelming majority of the American labor 
force, approximately thirty-five million people, work for others 
In some capacity. This includes such diverse groups as fruit pick¬ 
ers in California, salesgirls in New York City department stores, 
government clerks in Washington, steel workers in Pittsburgh and 
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Gary, and others engaged in every occupation that our economic 
system provides. 

The changing composition of the labor force. The labor force 
is ever changing in number, composition according to age and sex, 
and in occupational and geographical distribution. These shifts 
often are caused by alterations in the demand for labor and are 
reflected in the market as changes in the quantity and quality of 
the supply. 

The outstanding changes have been summarized by Dr. Alba M. 
Edwards: "Agriculture, which gave emplojrment to nearly half of 
all gainful workers in 1870, remained the principal field of work 
xmtll between 1910 and 1920, when it surrendered first place to 
manufacturing. But manufacturing failed to maintain the rate of 
growth it had kept up for the preceding half-century. The propor¬ 
tion of the labor force engaged in manufacturing dropped from 30.8 
per cent in 1920 to 28.9 per cent in 1930; and the relative im¬ 
portance of manufacturing as a field of employment appears to 
have declined further since 1930." After 1920, "the trend was 
plainly away from production and toward distribution and service 
- toward pursuits in transportation, ccamnunication, and trade; 
service pursuits; and clerical pursuits. With the advance in sci¬ 
entific and technological improvements a smaller and smaller pro¬ 
portion of the nation’s labor force was needed to produce food 
and other goods, and a larger and larger proportion was needed 
for distribution and service - public service, professional ser¬ 
vice, and domestic and personal service. The proportion of the la¬ 
bor force engaged in producticai dropped from somewhat over three- 
fourths in 1870 to but little over one-half in 1930."^ 

Another Important shift has been the entrance of more and 
more women into the labor force. In 1880, they formed only about 
fifteen per cent of those working; in 1940, they were twenty-five 
per cent of the total. The first World War of 1914-18 gave the 
greatest Impetus to the Increase In women workers, and the present 
national defense effort is likely to add further to this movement. 

The Census groups wage eamers into four large classes: (1) 
clerks and kindred workers, (2) skilled workers and foremen, (3) 
eeml-akllled workers, and (4) unskilled workers. We already have 
observed the ever-increasing Importance of the first group, which 
Includes mainly "white collar" workers. The members of the other 
three classes are usually considered manual workers, although many 
of them have jobs requiring a high degree of alertness. Initiative, 

1» "Composition of the Nation's Labor Force." The Annals of the 
American Academy of Political and Social Science, March, 1936, 

pages 11-12. 
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and Intelligence. Between 1910 and 1930, the importance and num¬ 
ber of skilled workers and foremen increased both absolutely and 
proportionately. Even greater Increases occurred in the semi¬ 
skilled worker group. At the bottom of the scale, however, the 
number of unskilled employees showed a marked proportional drop 
and even an absolute decrease in numbers during this period. The 
explanation of this last trend probably lies in the fact that ma¬ 
chines are continually being developed to do simple, routine jobs 
of the type performed by unskilled workers. Although these latter 
still constitute the largest single group within the labor force, 
their number seems likely to decrease. 

Although it is not strictly pertinent to a discussion of 
changes in the composition of the labor force, it will be in¬ 
structive to look at the transfoi'mation which has taken place in 
the habits of thought of many American wage earners. Our brief 
historical survey of the United States economy showed that the 
existence of a large, permanent wage-earning group Is a relative¬ 
ly recent phenomenon. Throughout much of our history, the wage- 
labor status has been thought of as a temporary one, to be dis¬ 
carded as soon as one has saved enough money to buy a farm of his 
own or establish an independent business. In America a worker is 
a capitalist without money, the proverb ran, and throughout the 
19th century many workers struggled to free themselves from the 
wage-labor status, often with success. But with the closing of 
the frontier, the opportimity to become a .farmer on free land has 
completely ended; similarly the growth of large fortunes and the 
ever-increasing dominance of large corporations have made it more 
difficult for individuals to rise in the social and economic scale. 
Millions today are resigned to the permanence of their membership 
in the classes of those who must work for others. The United 
States is still a land of opport\inlty and the person with ability 
may still climb the ladder toward financial and business success, 
but the proportion of those who can do so seems to be falling pro¬ 
portionately. When it is Impossible or very difficult for a man 
to rise above his original circumstances, we say that there is 
rigid class stratification. Such a situation has existed for many 
years in Europe, where it has been an important factor in the rise 
of Communism and other radical movements. American class lines are 
by no means hard and fast today, but they are certainly less fluid 
and passable than they were in the agrarian America that existed 
before the Civil War. 

THE STRUCTURE OF LABOR MARKETS 

Thus far, our examination has been concerned with "the" labor 
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market. This simplification {which also was employed in the gen¬ 
eral analysis of markets in Section II, above) was employed as an 
aid to understanding certain basic ideas. But now it must be 
amended so that we may better comprehend the particular markets 
for the services of labor. Of course, there is no one labor mar¬ 
ket; instead there are many. An employer never tries to hire "la¬ 
bor;" he wants to have a carpenter or a stenographer or some 
other particular kind of worker. If he needs a mechanic, a skilled 
typist will not do. It must be recognized that there are differ¬ 
ent labor markets for different types of workers. Only for the 
lowest paid, most unskilled work will any worker do; for most 
Jobs special training and experience are needed. 

Then there Is the geographical area of a labor market. If an 
electrician in Seattle needs a job, it usually does him little 
good if there is an employer in Dallas who needs such a worker. 
Hence we must consider the space area of a labor market as well 
as the type of worker whose services are offered and desired in 
it. Since the United States is a large country in which there are 
many different kinds of workers, there is necessarily a large num¬ 
ber of Individual labor markets, in each of which there are spe¬ 
cial conditions of supply and demand. This is illustrated by the 
fact that in the early stages of our national defense effort air¬ 
plane factories in Los Angeles found they could not get skilled 
mechanics even though there were a large number of unemployed in 
that city. At the same time, qualified workers were walking the 
streets of Detroit eager for Jobs, but unable to get any. In 
short, in order for supply and demand to lead to transactions, 
they must exist together in an area in which suppliers and de¬ 
mands can be in fairly close contact with each other. In respect 
to market information, it may be noted, the employer is likely to 
know more about market conditions than the individual worker. 

In the past, most labor markets have been rather narrow. This 
has resulted from a number of causes. First, a worker who has one 
kind of skill and experience cannot easily acquire the training 
and skill needed for another kind of Job. This is true even if 
the demand for his abilities is low and he is unemployed, while 
the demand for a second type of labor is great and the supply is 
insufficient. We express this by saying that the worker is func¬ 
tionally immobile ; he cannot change easily from one type of Job 
to another. Second, most workers are reluctant to leave their 
home surroundings even If they are unemployed and know of a Job 
at a distant point. Thus it is unlikely that the Seattle electri¬ 
cian to whom we referred earlier would leave for Dallas even if he 
knew a Job was available there. He may own his home In Seattle and 
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have to sell it at a loss if he moved. Most of his friends and 
relatives may live in or near Seattle, and going to Dallas would 
mean leaving them. Heavy money costs are Involved in shifting 
one's family and household belongings from one part of the coun¬ 
try to the other. For these and other reasons, workers have usual¬ 
ly been geographically immobile. From the employer's point of 
view, it often is more convenient to hire labor from a small area. 
This is quicker and much less expensive than attempts to get work¬ 
ers from a distance. Finally, labor-market information usually is 
spread in a small area, so that employers and workers in one place 
may know relatively little about the situation in the correspond¬ 
ing labor market (that is the one involving the same type of 
skill) in another place. It was pointed out.above that the demand 
for labor is always for a specific type of worker who is wanted 
in a specific place at a specific time. Particular demands for la¬ 
bor come from a great number of employers scattered throughout the 
country, and these differ considerably among themselves. 

The first significant division is between governmental em¬ 
ployers and private employers. More people work for the federal 
government than for any other single employer. Most recently it 
is the armed forces, particularly the army, which have experienced 
large growths in personnel. But since 1933 government employment 
in civilian occupations has grown enormously. Some millions of 
people have been given work by expenditures for work relief, but 
much of the recent expansion of employment by the government has 
resulted from the steady growth of governmental functions and du¬ 
ties. As Congress has set up one new agency after another, the 
jobs have multiplied. Large numbers of workers are also employed 
by the various state, city, county, and other local governments. 

Moat civilian jobs in the service of the United States gov¬ 
ernment, and a great many positions with other governmental units, 
are filled through the civil service arrangements. The geographi¬ 
cal area of the federal government's market is usually the entire 
country. When a certain type of worker is needed, the Civil Service 
Commission usually announces an examination for this post. Those 
who are qualified take the test and usually the government employs 
those securing the highest marks, on the assiamption that this in¬ 
dicates their superior fitness for the position. In earlier times 
(and to some extent today) government positions were given out as 
political favors under the "Spoils System," but ttiis practice 
seems to have diminished greatly in recent years. It should be 
noted that under the Civil Service system there is usually no bar¬ 
gaining regarding wages, hours, or other conditions of work. These 
are set by the government and the worker may choose to accept them 
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or not. The great numbers of people competing In many civil ser¬ 
vice examinations indicates that such jobs are usually attractive 
as regards wages, security of employment, and other conditions. 

^e demand for labor . It is clear that private employers usu¬ 
ally hire workers in the expectation that a profit can be made 
from the labor of those hired. Although there are private employ¬ 
ers all over the country, and these hire workers in different 
numbers ranging from one to half a million, it must be recognized 
that there is considerable geographical concentration of demand. 

In 1933, for Instance, some two hundred highly industrial counties 
out of the total of more than three thousand counties in the 
United States contained about seventy-five per cent of all the 
manufacturing jobs in the country. Most of these were in the New 
England, Middle Atlantic, and East North Central states. Construc¬ 
tion, trade, and professional services have similar - although 
less intensive - concentration, while even in regard to farm la¬ 
bor there are a few areas such as California and Florida in which 
employment is heavily concentrated. 

For purposes of market analysis, the concentration of employ¬ 
er demand is extremely significant. Our discussion of the ideal 
market, it will be remembered, was based largely on the assumption 
of the existence of many competing employers. The Social Security 
Board sheds some interesting light on this situation. In 1937, 
its statistics show, fewer than three per cent of the nation's 
private employers, each employing more than one hundred workers, 
hired sixty-two per cent of the nation's wage earners. This is a 
national figure and in particular situations the concentration 
tends to be even greater. In many communities the demand comes 
from only one or a few employers, frequently with non-competitive 
labor needs. Southern textile towns, and various Pennsylvania, 
Kentucky, and West Virginia mining areas are extreme examples of 
this. In such situations there may be little or no competition be¬ 
tween employers of labor, and the individual worker may have no 
eltematlve but to work at the conditions offered if he is to re- 
®®ln in the community. Even when there are several employers of 
the same type of labor in a given area, they may make an agreement 
not to force wages by competing actively for labor. The situation 
Is reversed, of course, when the demand for labor is brisk and the 
supply insufficient, for then competition can be very active. Then 
workers may even receive Inducements to leave jobs they have and 
80 to new ones* Such "labor piracy" went on during the first World 
and has been reported dvirlng omt present defense effort from 
••▼eral markets for skilled machine-tool workers. 

_^e supply of labor. Fundamentally the supply of labor con- 
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sists of many separate individuals each offering his services to 
the highest bidder, subject to advantages and limitations of skill, 
geographical location, law, etc. Competition is usually much more 
active and effective on the supply side than on the demand side, 
and when contrasted with a concentrated demand, this makes the po¬ 
sition of the individual worker, bargaining alone, precarious. 
Competition is intense because the worker's world usually focuses 
about his job. This is the source of the income that permits him 
to buy the necessities of life, and that makes it possible for him 
to marry and have a family. Before 1930 an important prestige fac¬ 
tor supplemented the economic motive for desiring a job; the un¬ 
employed worker tended to be regarded with disfavor, to be called 
a "bum" and a "loafer" if he remained out of work for a long time. 
Moreover, after a short period of unemployment, the worker's sav¬ 
ings (before the introduction of unemployment insurance) would 
vanish and he faced the necessity of getting any job at any pay. 

In times of great unemployment, therefore, the competition of 
poverty-stricken werkers always tended (before 1933) to lower 
wages and working conditions. Even in relatively prosperous times 
in recent decades, there has never been full employment; there 
always have been workers who wanted and needed jobs. Their pressure 
has exerted a restraining influence on the improvement of the 
conditions of wage earners. This was true even in 1929. 

Whatever concentration of supply has existed in this country 
has usually been the result of the possession of special skill and 
knowledge by a small group of craftsmen organized in a craft union 
and seeking monopoly returns from their special ability. But usu^ 
ally the number of workers able to profit by such concentration of 
has been insignificant in comparison with the great mass of 
wage-laborers. We shall see later, however, that the rise of un¬ 
ions and changes in government policy have profoundly affected the 
supply side of labor markets. Both forces have made for adjust¬ 
ments enabling workers to meet and overcome the disadvantages im¬ 
posed upon them by the concentration of demand for their services, 
and the greater economic strength possessed by employers. 

SUPPLY AND DEMAND IN THE LABOR MARKET 

Each labor market should function so that every employer who 
needs a worker of a certain type can get him quickly and inexpen¬ 
sively. Conversely it should also operate so that every worker wlio 
wants a job can get one quickly and inexpensively. Two functions 
of a market are involved here. The first is the technical one of 
bringing workers and employers together. The second is the economic 
one of determining the wages and other conditions under which the 
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work is performed. In this chapter we shall discuss the first of 
these problems. 

How do people get jobs? This is the question involved in any 
study of the technical operations of the labor market. A complete 
answer would be that they get them in many ways which are impos¬ 
sible to catalogue exhaustively. We can, however, enumerate a few 
of the most important: One method is through personal acquaint¬ 
anceship. When a vacancy occurs, the employer may put up a notice, 
or may ask some of the workers whether they know any one v/ho can 
fill the position. Usually they do. Sometimes a variation of the 
latter method of job location if referred to as "having pull." By 
this is meant knowing the proper people in a given organization 
and impressing them with the desirability of hiring one because 
of ability, family connections, personality, or some other reason. 
This is an Informal method which is alv/ays operating and whose 
importance we all know because of personal experience rather than 
through published statistics. 

More formal methods also exist. Private employment agencies 
annually place many thousands of workers in jobs. These usually 
charge substantial fees for their services. Public authorities 
usually regulate and license such agencies in order to avoid abuse 
and fraud. Only rarely today is an agency operator convicted of 
having collected fees before sending workers out to non-existent 
jobs, or of having plotted with some one else to give people jobs 
for a few weeks until they have paid their fees, and then dis¬ 
charge them so that another fee-payer may be hired - to receive 
the same treatment. Employment offices operated by unions, employ¬ 
ers, and benevolent organizations also help the market perform 
its technical task. Advertisements and notices of workers needed 
and jobs desired appear often in dally newspapers, trade journals, 
and other publications read by both workers and employers. In such 
cases the "Situations Wanted" columns are usually much more full 
than the "Help Wanted" ones. 

Before maladjustments in particular labor markets can be 
remedied, complete Information about the supply of workers and the 
demand for their services is essential. The methods described 
above are some of the ways in which this information is provided, 
but they have never been adequate. This was clear during the 
first World War when the government had to establish public em¬ 
ployment offices managed by the United States Employment Service 
in order to shift labor to essential war industries where its sup¬ 
ply was insufficient. After the war, however. Congress turned 
these offices over to state and local governments, and this de¬ 
centralised administration prevented national distribution of la- 
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bor demand and supply information and, to that extent, proved In¬ 
efficient* As a result, the Wagner-Peyser Act of 1933 provided 
for federal and state cooperation in maintaining a system of em¬ 
ployment offices that would provide free service for both workers 
and employers* Before 1940 these offices were not very important, 
apparently because employers were reluctant to use their facili¬ 
ties. With the appearance of serious labor needs under the defense 
program however, the United States Employment Service has sudden¬ 
ly assumed an important role in helping to shift workers to where 
they are needed. It seems likely that with the continuance of the 
defense program, these offices will become increasingly important. 
A similar system of employment exchanges in Britain has rendered 
invaluable service in mobilizing that country’s Industrial man¬ 
power for war. 

Given Information as to where job opportunities exist, work¬ 
ers may leave overcrowded labor markets for more favorable ones. 
This may require overcoming functional Immobility, geographical 
immobility, or both. The first obstacle is being met today by re¬ 
training programs which are seeking to provide mature workers with 
the skills needed for increased armament production. The continu¬ 
ation and aggravation of "bottle-necks” in the supply of skilled 
labor is being opposed by a large-scale system of vocational 
guidance which seeks to direct young workers into fields where 
their services are needed and away from those in which surpluses 
exist• 

Geographical immobility has never been an Insuperable bar to 
making necessary labor-supply adjustments. The history of our 
country is one of migration after migration into areas needing 
workers - the first step being the adventure of leaving Europe for 
this continent. In recent years, Internal mobility has been great¬ 
ly increased by the availability of many cheap, old automobiles - 
better known as "jalopies" - in which whole families can move at 
low cost. The most Important single area of employment for migra¬ 
tory labor during the 1930’s was the specialized, intensive fruit 
and vegetable agriculture of California, Florida and other areas. 
These require large niunbers of workers at planting and harvest 
time, but relatively few during other portions of the year. Hence 
regular routes have sprung up which are followed annually by mi¬ 
grants supplying this seasonal labor. John Steinbeck’s Grapes 
VIrath has made many Americans familiar with the problems of these 
workers. The sudden rise of new defense factories in former non¬ 
industrial areas has also precipitated a large amount of internal 
migration since 1940. But this has been attended by much confu¬ 
sion, waste, and distress, because the workers have moved without 
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precise knowledge of the nuinber and types of laborers needed The 
enormous scale of this problem of migratory labor is slowly belna 
appreciated as more facts are discovered and publicized. Properlv 
directed, migration can be a most useful means of facilitating ^ 

the proper operation of labor markets, but to achieve that direc 
tion will be a difficult task. 



34. EMPLOYMENT AND UNEMPLOYMENT 

The last chapter described some of the means used to bring 
together the demand for and the supply of particular types of la¬ 
bor in particular markets. After would-be employers and workers 
are brought together, however, certain problems arise which must 
be settled before work begins. How many workers shall the employ¬ 
er hire? What wages shall he pay them? How many hours per day or 
week shall they labor? Under what conditions affecting health and 
safety shall the work be done? These are among the economic prob¬ 
lems of labor markets, and they are at least as important as the 
technical problems, which we have already considered, of bringing 
together supply and demand. 

CONTINGl-NCirS OF EMPLOYMENT 

The volume of employment. Two main motives induce employers 
to engage the services of the approximately thirty-five million 
wage-earners in the United States. In the case of government em¬ 
ployees, the motive is usually service to the community. Public 
school teachers are hired to educate our children; policemen to 
protect our lives and property; a complete list would include the 
functions of many other kinds of public servants. In the case of 
private employment, however, the motive is almost always the ex¬ 
pectation of profit - the employer's self-interest to which we 
have already referred. Wage-earners in this second category are 
employed in the expectation that the goods and services they pro¬ 
duce will yield an income to the employer which is greater than 
the wages and other costs necessitated by.this production. 

An immediate consequence of this is that the demand for wage 
earners in private pursuits is extremely sensitive to conditions 
in the markets where goods and services are sold. In other words, 
many more automobile workers will be employed if the demand for 
automobiles is great, than if the demand is small, and similarly 
in every other private industry. But the cause-and-effect rela¬ 
tionship does not run only in one direction. More automobiles 
will be sold - and therefore more automobile workers employed 
when automobile prices are low than when they are high. But in 
order that prices may be low, it may be necessary to have low 
wages too. Thus the wages that workers are willing to accept way 
have an Important Influence on the volxme of product that can 
sold, and hence on the number of workers that can be employed. 
But if automobile workers' wages are low, they will be able to 
buy less of other commodities. Workers producing these other 
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goods may - for this reason - be unemployed and consequently able 
to buy fewer automobiles, nullifying perhaps the sales gain from 
lower prices. 

Such an analysis could be continued indefinitely, but the 
important consideration can be stated Immediately: the volume of 
private employment in any one industry and In all industries is 
contingent upon a great number of variable factors in our economic 
system. A change in one area of economic activity tends, sooner 
or later, to have repercussions upon all others, and mai^y of these 
repercussions cannot be seen clearly In advance. The problems in¬ 
volved here are thorny and the first step toward even an imper¬ 
fect understanding of them is the realization that no simple ex¬ 
planation or panacea for unemployment will suffice. 

The problem of unemployment . In the Ideal labor market de¬ 
scribed In the preceding chapter, there could be no Involuntary 
unemployment. Bargaining between freely competing workers and em¬ 
ployers would cause the wage to be fixed at a point such that all 
workers willing to accept that wage would receive jobs. But every¬ 
one knows that unemployment has been widespread during the past 
decade. Those who have studied the matter further know that at 
practically no time has there ever been full employment of all 
workers who wanted jobs. Of course, at any one time - even in the 
depth of the depression in 1932 - most workers had jobs. Yet, even 
during the prosperous 1920's from two to four million men and’wo- 
men were unemployed at any given time. During the depressed 1930'a, 
the average unemployment each year may have been over the ten 
million mark, thus embracing from ten to twenty per cent of our 
total labor force at different times. Precise statements on this 
point are impossible because of the lack of accurate employment 
statistics In the United States, and so v/e must use estimatesj 
these may differ on details but usually agree in showing the 
broad movements of the number of people without jobs. 

"Frictional” unemployment . Some lanemployment occurs because 
of imperfections in the technical functioning of the market. Since 
both workers and employers lack perfect information about the de¬ 
mand for and supply of labor, some employers try to have available 
a reserve force of workers that is somewhat greater than even the 
maximum number they are likely to need. The excess workers at any 
time must, of course, remain idle. The employer does this in order 
to Insure that he will have a sufficient number of workers avail¬ 
able at all times, and will not have to depend on the proper 
functioning of a market mechanism which, experience has shown 

* him, la far from perfect. W. H. Beveridge’s description of casual 
labor on the London docks is the classic example of the suffering 

'f 
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and waste caused by this type of unemployment.^ In our own coun¬ 
try, agricultural laborers, among others, have often suffered par¬ 
ticularly from this lack of information regarding job opportuni¬ 
ties. Some farm employers have organized labor bureaus in order 
to spread information of their need for fruit pickers and other 
workers, but these bureaus sometimes attract too many workers, 
thus causing a lowering of wages and forcing at least some men to 
leave without jobs. 

RECURRING PERIODS OF UNEMPLOYMENT 

Our first problem, therefore, is to understand why we have 
some unemployed at all times, and why the number of these imfor- 
tunates changes, often quite radically, from time to time. Let us 
approach this question by looking at the different kinds of tinem- 
ployment. 

Seasonal unemployment . A most common type of joblessness is 
that which occurs with changes in the seasons. Changes in weather 
and in styles combine with the rule of custom to produce regular 
patterns of employment changes in almost all occupations. A large 
department store, for Instance, will employ many more sales people 
in December than it will in February, owing, of course, to the 
Christmas shopping rush. The demand for new bonnets for the Easter 
parade means that millinery workers are busy several months be¬ 
fore Easter, but are unemployed for some time afterward. And such 
patterns of work and no-work recur year after year, relatively un¬ 
affected by other forces. Attempts have been made in some Indus¬ 
tries to relieve this unemployment by spreading production over 
the entire year, rather than concentrating it into one or two 
busy seasons. But it would take a radical change in consumer hab¬ 
its, and far more control over the weather than we have now to 
eliminate such unemployment altogether. Another approach to this 
problem is through the training of workers so that they may be 
employed in two industries having complementary employment pat¬ 
terns. Thus in some areas, men work as farm laborers in the sum¬ 
mer and l\imbermen in the winter. 

Cyclical \memployment . Upward and downward variations of 
general business conditions produce the largest changes in em¬ 
ployment. In 1929 there were only about three million people in¬ 
voluntarily out of work; by 1932 there may have been more than 
fifteen million. The reasons for these cycles of activity in our 
entire economy are still a matter of study; the cycles themselves 


1. W. H. Beveridge, Unemployment, a Problem of Industry, London, 
1930, Chap. 5. 
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were described in Chapter 5, above. It Is known, however that 
employment in the capital-goods Industries, (those producing 
houses, automobiles, farm machinery, etc.) usually fluctuates 
mu-ch more violently than does employment in Industries making di¬ 
rect consumption goods such as shoes, food products, and cloLng 
In times of recession and depression, large numbers of workers are 
out of jobs and find their standards of living reduced consider- 
ably. Before unemployment insurance and other recent provisions 
to protect unemployed people, the competition of these jobless 
men and women was a constant threat to the employed worker tend 
ing to reduce his wages and increase his hours. Today the effect 
of relief, unemployment insurance payments, and strong union 
movements is to hinder such changes in workers' employment condl 
tlons by reducing the Intensity of competition for jobs and thus 
increasing the worker's ba:gaining strength in his market. 

During the decade of the 1930-3, some economists believe this 

type of unemployment problem changed completely. At all times 

during these years we had a relatively large number of workers 

perhaps never less than seven million - who wanted to obtain work 

In private industry and could not obtain it. Many of these re 

celved work relief from the WPA, FERA, and other .agencies, or 

were given some more direct form of private or state assistance 

Even the recovery of 1936-37 left the volume of unemployed worki 

ers at several times the number In previous periods of business 
upswing. 

To explain this new condition, several suggestions have been 
advanced. One argues that governmental and union interference 
have prevented wage and hour adjustments that would permit low 
coat production and hence greater sales which, it is claimed per¬ 
mitted absorption of the unemployed in previous depressionsA 
second hypothesis points to the fact that by 1937 production h^ 
returned to about the 1929 level, while approximately three times 
as many workers were without Jobs as In 1929. The explanation of¬ 
fered Is that Increasing productivity, resulting from improved 
machinery and more efficient labor utilization, has made it pos¬ 
sible to produce the same quantity of goods as in 1929 with a 
smaller work force than was needed In that year. And - so this 
argument runs - since the labor force available has also Increased 
since 1929, it is not surprising that even In relatively good 
times unemployment should far exceed the 1929 level. 

A third thesis, advanced by Professor A. H. Hansen, calls 
attention to what Is termed the "secular stagnation" of the Amer¬ 
ican economy, arguing that the end of the frontier and the build¬ 
ing up of American productive equipment have resulted In a reduc- 
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tion of the opportunities for profitable new private investment. 
The remedy suggested by this school of thought is vastly expanded 
federal and state public works projects since governmental units 
can make investments with a far lower profit expectation than can 
private industry. The diversity of these and other explanations 
indicates the complexity of this problem as well as the futility 
of looking to some simple panacea such as a Townsend plan or a 
"ham and eggs" scheme to alleviate our unemployment difficulties. 

lUCHNOLOGICAL UNLMPLOVMII.NIT 

Closely related to the above, yet sharply different, is tech¬ 
nological unemployment,^ This occurs when a new machine is brought 
into use or a new system of labor utilization is installed, with 
the effect that a smaller number of workers is enabled to produce 
the same or even a greater volume of output. Sometimes technologi¬ 
cal change will result in the decline of one industry and the 
birth of another. Thus the popularization of the automobile re¬ 
sulted in distress among makers of carriages and people engaged 
in the breeding, care, and sale of horses. But technological unem¬ 
ployment more usually refers to the loss of jobs resulting - even 
in a growing Industry - from the introduction of new techniques. 
The glass bottle industry, for Instance, is by no means a declin¬ 
ing one, yet in the past several decades there was much technolog¬ 
ical unemployment among glass bottle blowers who were displaced 
by machines that made bottles much more rapidly and cheaply than 
was possible by the use of earlier methods. Such technological 
changes not only alter the quantity but also the kind of labor 
demanded. Sometimes a new productive method does away with the 
labor of many skilled operatives, such as the glass-bottle blow¬ 
ers, and creates new jobs for a few semi-skilled workers. On the 
other hand, the giant shovels used in excavation work do away 
with the need for many unskilled laborers but give employment to 
a relatively small number of skilled operators receiving rela¬ 
tively high wages. These qualitative changes in the demand for la 
bor have too often been overlooked, and attention has been given 
principally to the quantitative changes. 

Technological unemployment has been a subject of controversy 
for many years. One group sees "The Machine" driving workers to 
ruin and despair by its inexorable displacement of labor in one 
field after another. This oversimplified view not only ignores the 
fact that machines are not the only source of technological unem- 

1, By technological change is meant any alteration in the methods 
of production and distribution. The invention of new machines is 
only one of such possible changes. 
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ployment - the introduction of a new material in making a product 
will frequently cut the employment of workers used in working 
with the old material - but also the very obvious fact that 
throughout our nation's history the improvement of productive 
techniques has been accompanied - at least until the last decade - 
by a steady, and at times spectacular, increase in the number of 
those employed* For this reason, another school of thought argues 
that technological changes increase employment by making products 
cheaper and enabling many more people to buy them, thus increas¬ 
ing the total volume sold and pemltting more workers to be hired* 
The classic example of this is the automobile industry which, 
though bitterly opposed at the beginning by those whose jobs it 
threatened, has since given work to many times the number of peo¬ 
ple who once found their livelihoods in some phase of the pre- 
automobile transportation industries. 

Both groups have some element of truth on their side. Many 
workers are unemployed and suffer as a result of abrupt techno¬ 
logical changes, especially if they are in the older age brackets. 
It does them no good to know that some years later more people 
will be employed because of the lower costs brought about by the 
change in productive methods. They want to live and work and have 
incomes now, and find it difficult - sometimes impossible - to 
shift to other occupations. Even if they find work, it is fre¬ 
quently at a lower grade with less pay. Where the change is gradu¬ 
al, however, a more orderly and less painful adjustment often 
takes place. Some workers will retain jobs \intll they retire or 
'ii©,* others will be able to shift to new occupations, especially 
if they are young. This case, in short, is similar to that of a 
slowly declining Industry, except that here the change is usually 
in a narrow field of work within an Industry which may itself be 

growing. 

It sometimes has been urged that the introduction of new 
techniques be suspended in order to prevent additions to unemploy¬ 
ment, Unions - as will be shown in more detail at a later point - 
have sometimes tended to oppose such changes because of the imme¬ 
diate effect on their members' job and Income opportunities. All 
auch groups have pointed to the distress and suffering caused by 
rapid change as the Justification for their position. From the 
point of view of the community as a whole, it is doubtful whether 
their attitude can be supported. It implies taking steps to hinder 
the Increase of output and the lowering of costs. This argument, 
however, is valid only if It be assumed that such benefits are 
actually passed on to the comniunlty in the form of lower prices 
and more goods. This does not always occur. No neat solution or 
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reconciliation of the conflict between Individual and connmmity 
interests is possible in all cases, but everywhere efforts can be 
made - through proper foresight - to facilitate and ease the ad¬ 
justments needed. 


WAGES AND EARNINGS 

Wage rates and real incomes . A worker is usually paid ac¬ 
cording either to the amount of time worked, or to the amount of 
product produced. That is, he may receive wages per hour or day 
or week, or piece rates according to the volume of his output. A 
carpenter may be paid a wage of $1.50 an hour; the piece rate of 
a presser in a clothing factory may be twenty cents for each suit 
pressed. Sometimes both time wages and piece rates are combined 
in order to offer workers an incentive for increased output. Thus 
a salesman may receive a regular salary of $30 a week plus a com¬ 
mission of $5 for each $100 of sales above a specified amount. 
Which method of fixing payment is adopted depends in part upon 
the particular circumstances of a job. The relative strength of 
workers and employers frequently plays an Important role in de¬ 
termining the scheme used. Recent legislation providing for mini¬ 
mum wages per hour has tended to encourage payment of time wages 
in order to avoid the complexities of trying to prove that an 
equivalent of the minimum time wage is being paid under a piece- 
rate system. 

But the worker is not only interested in his wage per hour, 
or rate per unit of output. His income depends on his total earn¬ 
ings over a period of time, not merely on his unit wage or rate. 
The carpenter referred to above might work only ten hours a week 
and thus earn only $16. Another carpenter getting only $1 an hour 
might work twenty hours a week and thus make $20. Considering only 
the goods that can be bought with a week’s salary, the latter is 
better off though his hourly wage is less. But there are other 
factors involved which sometimes make the first carpenter unwill¬ 
ing to reduce his hourly wage, even though he might earn more mon¬ 
ey per week by doing so. Similarly in the case of the worker paid 
on the piece basis, his total earnings depend upon the number of 
units he produces each week as well as upon the price per unit* 

Thus far our discussion has been conducted in money terms, 
but this may be misleading. It is obvious that a worker receiving 
$25 a week can buy more in a period of low prices such as 1932 
than he can in a period of high prices like 1929. Hence we must 
distinguish the amount of goods and services that the worker can 
buy with his wages or earnings - these are called his real wages 
or earnings - from the money wages he receives. Many workers hav© 
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not recognized this distinction. They have rebelled only when 
their money wages were cut, remaining quiescent while prices rose 
and the amount of goods and services they could buy fell. In re¬ 
cent years, however, workers have been made increasingly conscious 
of the importance of real wages and real income. This was one (but 
only one) of the reasons for the wave of strikes in early 1941 * 
workers pointed to the rising cost of living and demanded suffi¬ 
cient increases in their pay to prevent their real incomes from 
declining. 

A useful statistical concept for the study of labor income 
la that of average weekly or hourly earnings. This enables us to 
study and compare the money incomes of various kinds of both time 
and piece workers. We could not do this if we studied their actu¬ 
al rates of pay since wages per hour are not comparable with wa¬ 
ges per unit of output. By studying this measure we can know, in 
a general way, whether money receipts of most workers are rising, 
falling, or remaining stationary. Sometimes this average of money 
earnings is adjusted so as to take account of changes in prices, 
particularly those that enter into cost of living. When this is 
done we have a measure of the level of real earnings and can 
study the fluctuations in the amounts of goods and services that 
workers can buy during a given period. But we must be wary in our 
Interpretation of these averages. They measure only the net ef¬ 
fects of many movements both upward and downward. A rise in aver¬ 
age weekly earnings does not mean an increase in the money incomes 
of all workers, nor does a fall of the average have the converse 
meaning. While the general level may be rising slowly, some work¬ 
ers may be having their incomes reduced; most are probably having 
them Increased, but in differing amounts. In short this is a gen¬ 
eral measure, and it may not describe the situation of a particu¬ 
lar worker or group of workers. 

Fluctuations in average earnings . Bearing these last cautions 
In mind, we may note briefly the behavior of workers' incomes 
throughout our history. From the colonial period on, average wages 
and earnings have been relatively high when compared with those 
of other nations. During the early periods of our history, this 
Was due principally to a scarcity of workers in relation to other 
neaources; more recently, other factors, particularly high output 
par worker, have been most Important. The statistical data for 

time before 1890 are scanty and Inaccurate but they provide 
fair evidence of a generally rising trend of earnings. 

Of course the rise has not been an uninterrupted one. Eam- 
Inga have usually been very sensitive to cyclical fluctuations. 
Frofesaor Leo Wolman'a extensive studies Indicate that over most 
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business cycles, average weekly earnings have lagged behind the 
fluctuations in general business and industrial activity. This 
slowness of response in labor costs may be an important intensi¬ 
fying factor in the cyclical fluctuations that recur in our econ¬ 
omy. During the downturn from prosperity, continued high labor 
costs may cause serious losses to business concerns whose prod¬ 
ucts are selling less abundantly and for lower prices, thus fur¬ 
ther accelerating the downward movement. At the upturn from a de¬ 
pression, however, the lag of labor costs behind rising prices 
and volumes of output may permit greater profits to be made, thus 
aiding the recovery movement. The bearing of these lags on cycli¬ 
cal movements is still a matter of controversy, though it cannot 
be doubted that movements of wages and earnings play an important 
role in the market ups and downs of our economy. 

This lag of earnings behind prices means that in time of re¬ 
cession the worker who remains fully employed may actually bene¬ 
fit because he receives a greater real income from virtually the 
same money income. The burden of the downturn in business is felt 
by the worker who loses part or all of his employment, and conse¬ 
quently all or part of both his money and his real earnings. The 
continuance of this lag is further evidence that labor market 
situations are not perfectly competitive as assvuned In our ideal 
market. If they were, the presence of unemployed workers compet¬ 
ing for jobs would tend to drive down the money wages and earn¬ 
ings of employed workers. 

Conversely, the fully employed workers' real incomes are re¬ 
duced in the upswing if their earnings do not rise as rapidly as 
the prices of things they buy. 

As pointed out above, the behavior of average earnings con¬ 
ceals important differences In the incomes of different parts of 
the labor force. Three types of differences may be mentioned: be¬ 
tween regions, between industries, and between grades of workers 
even in the same industry. The outstanding example of regional 
wage differences is provided by the South where workers tradition¬ 
ally have received lower average money incomes that have those in 
other regions. As an example of Industrial difference, we may 
point out that between 1914 and 1919, both real and money averages 
of weekly earnings of bituminous coal miners were approximately 
tripled, while money earnings of agricultural laborers increased 
only about twenty per cent in the same period. Finally, it is well 
known that even in the same industry wide variations of pay gener¬ 
ally exist among skilled, semi-skilled, clerical, and unskilled 
workers. 
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I-AC'I'ORS IN WAGL DliTHRMINATION 

"fair-wage” concept . The first considerations under this 
heading are what the workers and employers think wages ought to 
be. In general the former desires a "fair wage" t*hat win at least 
enable him and his family to maintain their accustomed standard 
of living, or, preferably, raise it somewhat. The employer, on the 
other^hand, though trying to minimize his costs, also has an idea 
of a "fair wage." This usually depends upon the estimated worth 
to him of a given worker's services. Because these two estimates 
are derived from such different considerations, we should not be 
surprised if in any given case the "fair wage" according to the 
worker and that according to the employer are totally different. 
But these estimates do place upper and lower limits to the range 
within which wages may vary and yet be acceptable. The employer 
will not pay a man more than he is worth (although •his may be 
difficult to determine) since that would be unprofitable. The low¬ 
est amount the worker will accept is somewhat more elastic, de¬ 
pending upon his possible alternative sources of income, the 
amount of his savings or other reserves, the length of time he has 
been out of a job, etc. The wage which is usually agreed upon, or 
which the worker accepts if there Is no bargaining, lies somewhere 
between these limits. 

Bargaining considerations . There are two considerations here: 
^'irst, how these limits are established; second, identification 
of the forces which help determine the point between these limits 
at which the wage will actually be set. 

The value of a worker's services to an employer depends upon 
the worker's productivity, and this in turn hinges upon his skill 
and efficiency and the quality of the equipment with which he 
works. One reason for the relatively high wages of American work¬ 
ers Ilea In the excellent machinery with which they have worked 
and the efficient manner in which production has been organized. 
Skill by itself, it should be noted, is not a sufficient reason 
i‘or a worker to gain a high wage, or even to be employed. The 
glass-bottle blowers we considered earlier were certainly very 
skilled, but their services became worth little to glass-bottle 
manufacturers who came to have efficient machines turning out bot¬ 
tles at low cost. 


The lowest wage or earnings a worker will accept Is deter¬ 
mined by a complex set of factors, but the extent of his need for 
money - especially If he has a family to support - will usually 
be decisive. If he has a flneuicial reserve, he will tend to hold 
out for his accustomed standard of living; otherwise he will ac¬ 
cept what he can get. The effect of unemployment Insurance, re- 
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lief, and similar measures is to give the worker reserve sources 
of income, and thus raise the lower limit of wages he will accept. 
This tends to decrease the supply sharply if the employer’s wage 
offer is less than the amount of the income offered by these al¬ 
ternative sources. Farmers in recent years have learned this very 
well, finding that when they offered sub-WPA wages for agricultur¬ 
al laborers they got very few workers. Sometimes this has forced 
them to raise their wages; at other times they have used political 
influence in an effort to get relief rolls reduced during the 
planting or harvest season so as to remove this alternative in¬ 
come source to workers. Union solidarity is another Inducement 
for workers to keep their lower wage limit relatively high. In 
recent years this has been Illustrated by A.F.L. building crafts¬ 
men in larger cities who have clung to high wage rates even 
though their tfours of work - and hence their earnings - have 
fallen markedly. 

Between these two limits what forces deteiroine the point at 
which wages actually will be fixed? To some extent, these differ 
from one labor market to another, but many of the most important 
are fairly common to all. Of prime importance is the relative eco¬ 
nomic strength of workers and employers and the degree of competi¬ 
tion on each side. Unionized workers c.omprlslng the entire avail¬ 
able supply can usually gain a higher wage than each worker could 
if he tried to bargain individually. Conversely, If a single em¬ 
ployer furnishes the entire demand for a particular type of labor 
in a given market, he may be able to dictate the wage without any 
bargaining whatsoever. Prior to 1933 in this country, the worker usu¬ 
ally did little bargaining with his employer. In effect, he com¬ 
monly took the job and then inquired what income he was to get 
from it. The Immigrant workers who flooded our eastern cities by 
the hundreds of thousands during the period from 1880 to 1900 were 
extreme examples of workers with little economic strength who were 
forced to accept almost any wage offered. 

The bargaining strength of workers seems to be highly related 
to their degrees of skill. To become a patternmaker for Instance, 
one must go through a long period of training and also possess 
certain natural talents which are not common. For this reason the 
supply of such workers at any given time la definitely limited. 
Most of these workers are also above average in intelligence; they 
also have superior ability to be acquainted with Job opportunities. 
Their determination to get a relatively high wage will be strength¬ 
ened by their wish to recoup the cost of getting their expert 
training and to make up for the years of apprenticeship during 
which they received little or no pay. 
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Provernmental Influence . In recent years legal regulation has 
played an important part in determining the exact point at which wages 
are fixed. The present Wages and Hours Act's provisions regarding 
minimum wages frequently fix the actual wages, especially in in¬ 
dustries which formerly paid lower wages. Here government power 
has been an effective substitute for bargaining strength on the 
part of the workers. Some employers who could not pay the mini¬ 
mum wages fixed by law have had to go out of business. Perhaps 
this is no more than right since industries which cannot afford 
to pay their workers the low minima set by the law may very well 
be uneconomic, in that they inflict social costs through exploi¬ 
tation of their workers that are greater than the value to the 
community of the goods or services they produce. 

differentials . It is in terms of the above factors that 
we may explain why workers in different regions or industries, or 
in different grades of the same industry receive incomes differing 
widely from each other. The most important of these may be sum¬ 
marized as follows: 

(a) Differences In productivity of the individual worker 
caused by differences in skill, efficiency, or equipment employed 
In work. 

(b) Differences in economic strength relative to employers. 
This forces some workers to have lower acceptable wage limits and 
standards of living than others. 

(c) Differences in available supply of labor caused by the 
unequal difficulties of learning different occupations and xmequal 
degrees of skill required. 

(d) Differences in the degree of protection offered various 
worker groups under the law. 

It is important to note that in most cases existing wage 
differentials are the results of all or most of the factors above, 
as well as of particular market situations. This will be clearer 
If we consider and contrast two typical cases. 

Prult pickers in some states receive exceedingly low wages. 
They are comparatively unskilled and so it is easy for almost any¬ 
one to enter the competition for such work. The contribution of 
eny one of them to the value of the crops they pick Is small. Most 
of them have little funds or other reserves and must subsist on 
relief when unemployed. Their accustomed standard of living la 
usually low, and their lack of economic strength has frequently 
forced them to even lower standards, particularly at times of low 
crop prices. They have little union organization to protect their 
interests and to produce some degree of control over supply. Pl- 
•'•lly, and not least important, they are specifically excluded 
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from almost all government protection accorded other workers as 
regards minimum wages, unemployment Insurance, rights of collect¬ 
ive bargaining, etc. It is not strange, therefore, that this group 
is one of the lowest paid and most wretched In the country, 

^uite different is the situation of a locomotive engineer. 

He is a skilled worker having a responsible job on which lives 
depend, and possessed of a high degree of skill. He belongs to 
a strong union which controls the supply of such labor in this 
country and which could bring about a stoppage of railroad 
traffic if its members became dissatisfied with working condi¬ 
tions. Since locomotive engineers are vital to the national wel¬ 
fare, they not only receive the governmental protection afforded 
other workers, but additional consideration Including special pro¬ 
visions for governmental intervention to settle their grievances 
and mediate their disputes. When they work, therefore, their wages 

are relatively high, and other conditions of their work relative¬ 
ly favorable. 

Repercussions of wages and earnings . Thus far we have con¬ 
sidered workers' Incomes as passive factors determined by other 
forces. They also have Independent Influences of their own. This 
was recognized in our analysis of the ideal market where it was 
pointed out that If dltchdiggers' wages were raised above those 
paid in other occupations many more workers would seek such Jobs. 
Usually it takes tim.e for supply to become adjusted to changes in 
wages. During this period some enjoy a differential gain if sup¬ 
ply is relatively scarce, or many suffer partial employment and 
low wages If supply is relatively abundant. 

A second type of repercussion arises from the effect of wages 
on the workers themselves. It has been indicated that high wages 
in the United States are partly a result of the skill, efficiency, 
and energy of America's workers. Yet it also appears that the rel¬ 
atively high standards of living enjoyed by workers in this coxm- 
try has contributed to their ability to produce more efficiently. 

Increasing wages may cause employers as well as workers to 
become more efficient. Before 1910, the clothing Industry in New 
York consisted largely of sweatshops in which Immigrant workers 
toiled for long hours at very low wages. With such low labor costs, 
employers,could make profits without planned production or the 
most efficient machinery. When a union was organized, and public 
attention called to the undesirable conditions in the industry, 
employers were forced to raise wages substantially and otherwise 
increase their costs. To stay in business, therefore, they were 
compelled to increase their efficiency of production by better or¬ 
ganization of their work and the use of better equipment. After 
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this was done It was found that, even with higher wage costs, 
their Increased production and sales receipts enabled them to con¬ 
tinue in business and to make satisfactory profits, 

HOURS Ol WORK 

Intimately connected with the question of wages is that of 
hours. This is one of the key matters which must be decided ih 
the agreement, formal or informal, which is reached between work¬ 
ers and employers. Upon the number of hours worked per week de¬ 
pends not only the output of the employee, but usually also his 
earnings. 

At first thought, one might believe that it is to the employ¬ 
er's interest to have his workers labor for as long as possible. 
But scientific research and actual on-the-job experience have 
shown time and again that there is an optimum nxmber of working 
hours per day. If required to labor for longer periods, total 
production may decline even below what it would be if workers were 
employed only for the optimum period. Such factors as fatigue, 
resentment, and ill-health contribute to this result. Below this 
optimum number of hours, of course, an increase in time worked 
may increase production per hour. 

From the worker's point of view, the number of hours which 
it is most advantageous for him to work depends upon several fac¬ 
tors. If he is paid a fixed salary per week, month, or year, he 
will (in the short run) gain as much from working relatively few 
hours as from working relatively many. If he works for a wage per 
hour, or on the basis of piece rates, he will have to balance two 
considerations in deciding how long he prefers to work. On the one 
hand, the longer he works the more he will earn at the fixed wage 
or piece rate. On the other hand, the longer he works, the more 
fatigued he becomes, the more his efficiency may be impaired, and 
the less time he has to devote to his own purposes. 

Fall time and actual hours . It is necessary that we distin¬ 
guish between two concepts. The first is that of full time hoursj 
this is the niomber of hours a week which is agreed upon as the 
normal number at the time the worker is employed. This however is 
not the same as the actual number of hours worked each week, which 
may either be less than the full time number if business is slow, 
or more If business is brisk. In the latter case the worker usu¬ 
ally is paid at a higher overtime rate for the number of extra 
hours that he works during a given week. 

It should be noted that in many industries wages are fixed 
by the week. For that reason If the number of full-time hours re¬ 
quired to earn those wages is decreased, the result la equivalent 
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to an Increase in hourly wages. Conversely if the number of full¬ 
time hours is Increased, the effect is the same as if hourly wages 
had fallen. For this reason part of the bargaining in the labor 
market may be concerned with the hours to be worked. 

Hours worked in American industry . Corresponding to the up¬ 
ward trend in earnings which has been noted, another sign of the 
improving absolute position of workers in this country has been 
the steady decrease in the average number of full-time hours 
worked per week. At about 1800 the normal working day was at least 
from sunrise to sunset, and six days work a week was the rule. 
These long hours, springing from the customs and religious back¬ 
ground of the time as well as from the necessity of working hard 
in order to produce all the goods needed, seemed natural to the 
people of that time. Owners of industrial equipment thought that 
continuous and long labor from their employees was the only way 
to Insure profits from the use of their expensive machines, while 
workers objected less than might be expected because their low 
piece rates or time wages made them eager to work long hours in 
order to bring their earnings to a desirable level. 

With the passage of time, full-time hours dropped fairly 
steadily, although the data for the years before 1890 are too 
scanty to permit generalized estimates. By 1890, however, average 
full-time hours in manufacturing were about sixty per week. By 
1920 they had dropped to fifty, and they remained rather stable 
at that level until about 1933. From 1933 to 1940, there was a 
sharp drop of twenty per cent to forty hours a week. This last 
average was made the standard of employment by the Federal Wages 
and Hours Act. This set forty hours as the legal full-time work 
week for most occupations in this country, and required that over¬ 
time wages be paid for hours worked in excess of this number. 

With regard to hours we again find significant differences 
among industries and among regions. These frequently correspond 
inversely to wage differences. Agricultural workers tend to work 
many more hours per day and per week than do wage earners in most 
other industries. Here again the low bargaining power of farm la¬ 
borers, and their exclusion from protective legislation, furnish 
part of the reason. In bituminous coal, on the other hand, the 
drop in full-time hours between 1890 and 1937 was from 60 to 35. 

In this case a strong union and governmental intervention on an 
extraordinary scale have been mainly responsible. The relatively 
long hours which have been customary for industrial workers in 
the South are well known; here again the Wages and Hours Act is 
making for uniformity. 

As between different grades of workers in the same industry 
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there Is likely to be a greater uniformity of hours than of wages 
It usually is not expedient, for instance, to have workers in the' 
same factory working different hours. The regular shift usually 
applies to all, because the productive process requires the co¬ 
operation of all workers. 

Many of the same forces to which we have referred in discuss¬ 
ing the fixing of wages were operative in determining hours, at 
least before the Wages and Hours Act, and work today in those oc¬ 
cupations which that law does not cover. But some special condi¬ 
tions in various industries may be referred to. At harvest time 
in many farming operations, the number of hours worked per day is 
the maximum tuat is possible, "from kin to kaint," because of the 
perishability of the crop. Among domestic servants, another very 
weak economic group, hours usually vary widely from one household 
to the next. In mining, maximum hours are fixed frequently on the 
grounds of health and safety, and the same is true of other haz¬ 
ardous occupations. 

The trend of working hours . Throughout this nation's history, 
public opinion has often been appealed to by wage workers inter¬ 
ested in reducing their hours. The various agitations for the ten 
hour day, the eight hour day, and, more recently, the thirty hour 
week, have all assumed the character of crusades, arguments being 
based largely on the essential humanity of the wage earner, and 
his right to and need for leisure time in which to rest and obtain 
pleasure from living. Since such pressure can be most effectively 
exerted on governments, the United States, as an employer, has 
long been a leader in the move to shorten hours. In 1836, govern¬ 
ment workers successfully appealed to President Jackson to grant 
them the ten-hour day, and even earlier, in 1830, President Van 
Buren issued a blanket order that this be the standard working day 
on all public-works projects. 

Another feature of the shorter-work-week campaigns has been 
their success in getting legislative edicts setting maximum full¬ 
time hours per week for special groups, particularly women and 
children. As early as 1842, Massachusetts passed a law fixing the 
length of the working day for children under 12 years of age at 
ten hours, and after 1850 other states passed similar legislation. 
These laws, of course, were the precursors of many others giving 
special consideration to these weaker economic groups. 

During the 1930's widespread unemployment resulted in a good 
deal of support for a movement to make the legal full-time work 
week thirty hours. The argument In favor of this was that it would 
distribute employment among a greater number of people, thus help¬ 
ing to alleviate the distress and loss of morale caused by con- 
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tinned joblessness. Against this proposal, it was argued that the 
only effect of such a reduction would be to reduce total produc¬ 
tion, because of lesser efficiency resulting from a greater number 
of workers each participating in economic activity for a briefer 
time period. The remedy, some asserted, was to increase the work 
week so as to cut production costs and hence to reduce prices. The 
resulting increase in sales and national Income, this second group 
asserted, would make it profitable for business men to increase 
their work force and thus reduce unemployment. The American Feder¬ 
ation of Labor and other powerful groups supported the Black-Con- 
nery thirty-hour week bill, but it failed of passage. 

j 

It seems relevant at this point to indicate briefly the rate 
at which the actual goods turned out by this country's workers and 
machines has increased. This, after all, is one of the fundamental 
factors making possible the upward trend of earnings and the down¬ 
ward movement of hours. In the section on Agriculture, we saw the 
great advances in productivity which have been made by farmers. 
Recent studies by Dr. Solomon Fabricant give us similar data for 
our manufacturing industries. He finds that the physical output 
of these industries has increased steadily since 1899, increasing 
by almost two hundred per cent in the period between that year 
and 1937, But the effect of unemployment in the past decade is 
shown clearly In these output data. Between 1899 and 1929 physical 
output Increased annually, on the average, about 3.5 per cent. Be¬ 
tween 1929 and 1937, however, the average annual output increase 
was less than one per cent, only about one-fourth as much as in 
the previous decades. This is a significant change. 

Corresponding to the increase in total output, there has been 
a decided increase in the average productivity of the individual 
worker in manufacturing. This has permitted increases in earnings 
and in total national income, even though hours have dropped. 

As this is written, the outlook for the immediate future, 
while the defense program lasts, seems to be for Increased actual 
hours, even though the legal forty hour full-time work week may 
be retained. But even this legal standard may be modified if the 
need becomes sufficiently great. England's workers furnished an 
example by voluntarily laboring longer hours as their contribution 
to the prosecution of the war. But if we look further ahead the 
trend in hours is likely to be downward, but only slowly so. The 
problem of reconstruction after the war, and the necessity of 
raising the standards of the submerged economic groups among our 
people, will be tasks requiring the full utilization of our man 
and machine power. The greatest decrease in full-time working 
hours may be expected to be enjoyed by groups now excluded from 
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the protection of social legislation, particularly workers on 
large corporate farms and domestic servants. The drive to include 
them in the provisions of the Wages and Hours Act is alreadyunder 
way and has powerful support. 

The problems of employment, earnings, and hours discussed in 
this chapter are basic market questions, both dependent upon and 
influencing whatever bargaining takes place. Yet time and again 
we have seen hov^ profoundly these matters are affected by other 
spheres of life: by governmental action, by custom, and by the 
threat to our national security, to mention but a few. Market 
phenomena, in short, cannot be treated in isolation from the rest 
of life. 

But employment, earnings, and hours are not the only matters 
Involved when one man agrees to work for another. The conditions 
under which that work is performed also are Important. There are 
high human and'social costs involved, for Instance, when workers 
niust labor beside dangerous machinery and lose limbs or suffer 
other injury because of the lack of safety equipment. A similar 
situation exists when miners contract tuberculosis or watch dial 
painters become victims of radium poisoning. The sheer monotony 
of much routine modern work, particularly in mass production in¬ 
dustries where division of labor is at its extreme, exacts other 
high costs. All these are problems of labor markets and must be 
faced. In the next two chapters we shall see how steps have been 
taken to deal with these matters, as well as with those of em¬ 
ployment, earnings, and hours. 


35, THE LABOR MOVEMENT 


IIARGAINJNG POWilR 

Our analysis of an Ideal labor market called attention to 
two conditions necessary to its operation: (1) the existence of 
competition among many would-be employers of labor on one side, 
and among many would-be workers on the other; (2) the equality of 
economic strength and bargaining power of each employer as against 
each employee. An examination of conditions actually existing in 
labor markets indicated, however, that pure competition and indi¬ 
vidual equality of bargaining power do not, in general, exist. 

The more typical case was found to involve little or no competi¬ 
tion among employers, and a strong tendency to cutthroat bidding 
for available positions on the part of individual workers. Only 
in times of unusual prosperity or national need - such as the cur¬ 
rent defense emergency - do employers actively compete against 
each other for labor power. Even this rivalry affects, in the 
main, only special groups of workers whose numbers are relatively 
small. It also was pointed out that financially powerful employ¬ 
ers, frequently possessing abundant information as to labor-mar¬ 
ket conditions, are usually in a far better bargaining position 
than those who must work or suffer the consequences of not work¬ 
ing. 

It often occurs that no bargaining of any kind takes place, 
the employer simply posting a schedule of wages and other employ¬ 
ment conditions. In most cases this suffices to recruit an ade¬ 
quate labor force. As between the individual worker and the indi¬ 
vidual employer , it is easily seen that-, in most labor markets, 
the advantage lies with the latter. This tendency toward inequali¬ 
ty of bargaining power has become more and more prominent through¬ 
out our history, while control over employment has become more and 
more concentrated in the hands of a relatively few large employ¬ 
ers. Most of the labor force, on the other hand, has developed in¬ 
to a permanent wage-working group possessing scant economic re¬ 
serves and forced to labor continually in order to secure the ne¬ 
cessities of life. 

Unions and the market . The contrast drawn above was between 
the strength of the individual worker and that of his employer. 

In physics, every action produces an opposite reaction; much the 
same is true in the economic sphere. To counter the growing dis¬ 
parity in the bargaining power of the parties dealing in the labor 
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market, workers have created their own defensive mechanisms. The 
most important of these Is the labor union. 

A union la essentially a device for reducing the existing in¬ 
equality in market power, and aims at replacing it if possible 
with a situation weighed in favor of the workers. This is to be 
accomplished by uniting many individual workers and using their 
combined power to improve their bargaining position as against 
their pres.ent or potential employers, especially in negotiations 
concerning wages, hours, and other working conditions. By lessen¬ 
ing competition among workers, unions seek to counteract the di¬ 
minution of competition among employers. 

Craft and industrial un1ons . Labor unions may be classified 
according to the principles of organization that they employ. In 
discussing the labor movement. It is customary to distinguish be¬ 
tween craft unions (or trade unions) and industrial unions. 
Strictly speaking, craft unions are organizations whose members 
have some particular skill or are trained in a special craft. Such 
a union is concerned only with the labor markets for the type of 
worker It represents. An industrial union, on the other hand, em¬ 
braces many workers of different degrees of skill and with dif¬ 
ferent types of training, all engaged in some particular branch 
of economic activity. The sheepshearers' union is an example of a 
craft union dealing with one type of narrow labor market. The 
United Automobile Workers of America, whose membership consists of 
workers doing many kinds of jobs in the automobile and related in¬ 
dustries, roust concern Itself with the many labor markets in which 
the services of its different members are demanded and supplied. 

Most unions have a scope somewhere between these two. Many 
ao-called craft unions are really composed of workers in a number 
of closely related crafts, and hence bargain in several labor mar¬ 
kets. A group such as the A. P. L. carpenters' union is a multi- 
craft organization embracing different kinds of workers with wood, 
from lumberjacks to furniture makers, as well as workers employed 
on other materials. For convenience, we shall speak of craft and 
Industrial unions, but this is not to indicate any sharp line of 
division between the two. Rather it is Intended to distinguish 
between unions dealing with relatively few labor markets from 
those dealing with many. 

Market policies of unions . A union must adopt some fairly 
continuous line of policy toward the labor market. Two extreme 
positions may be contrasted: on the one hand, the xmlon may ac¬ 
cept the existing market system unreservedly and interest itself 
-Phly In Improving the worker’s bargaining position, increasing 
his money income, and bettering his working conditions. This may 



110 


LABOR AND 'THE MARKET 


be characterized as a business attitude toward the market, since, 
in a certain sense, it regards the worker as a business man sell¬ 
ing a commodity, his labor power, for which he seeks the best 
possible price. On the other hand, a union may reject the labor 
market and seek to end its economic dominance. Workers* groups 
taking this attitude aim at a somewhat different organization of 
society. They may be revolutionary unions interested in the estab¬ 
lishment of a socialist or cooperative state; they may be agrarian 
in outlook and seek the return of those days when every man was 
connected with the land as a small farmer, possessing economic 
independence and property, not yet reduced to the subservient and 
propertyless position of the industrial wage laborer. Of course, 
the attitudes cited are extremes. Actually most unions seek to 
gain the best terms possible within the framework of the existing 
labor market. Simultaneously they strive to modify the market 
structure and the rules govemaing its operation so that labor or¬ 
ganizations may secure greater bargaining power. 

Later in this chapter an account will be given of the devel¬ 
opment of the modern labor movement. We may anticipate that ac¬ 
count by pointing out that almost all contemporary labor organiza¬ 
tions adopt this business attitude. Hence they are frequently 
known as business \mions. 


UNIONISM IN ACTION 

The principal characteristics of business unions have been 
indicated above. These seek no revolutionary overtiirn of the es¬ 
tablished economic order or of existing wage relationships, but 
seek merely to strengthen their bargaining power in the market. 
More pay, shorter hours, and better working conditions are the 
usual objectives of such unions. 

Collective bargaining . In order to secure these gains, unions 
seek to substitute for individual bargaining between employer and 
employee, collective bargaining between many workers and one or 
more employers. Control of the labor supply is the basic power of 
any union, and it is toward securing this that its efforts are 
ever directed. In collective bargaining negotiations, the union's 
representatives speak for many workers, all of whom have previous¬ 
ly agreed to accept whatever teiros are worked out between the em¬ 
ployer and the union negotiators. The employer is thus prevented 
from playing off one worker against another in order to lower wa¬ 
ges or secure a longer work day. Instead, he must deal with all 
workers of a given kind simultaneously. 

Where they have won the right to represent many workers, 
unions strive to negotiate written contracts with employers. These 
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usually specify all the conditions of work, especially as regards 
wages and hours. Where a union is sufficiently strong, the agree¬ 
ment may provide for a closed shop ; i .e., the employers pledge 
themselves to hire only union members. This, of course, gives the 
union complete control over the labor supply. If a closed shop 
cannot be obtained, the \mion seeks to establish a preferential 
hiring system under which union members will enjoy greater oppor¬ 
tunity of employment than non-members. An employer who hires work¬ 
ers without regard to union membership maintains what is known as 
an open shop , although this phrase sometimes covers cases in which 
employers seek to hire only such workers as do not belong to 
unions • 

A collective agreement usually covers only major Issues in a 
detailed fashion. To settle minor disputes or to enable workers 
to register complaints, many such agreements provide for a shop- 
steward system whereby union representatives in each branch of 
the enterprise negotiate frequently with agents of the employer 
in an effort to maintain harmony. In some industries, agreements 
provide for boards of arbitration, composed of one or more impar¬ 
tial individuals together with representatives of the employer 
and the unions, with power to decide differences after hearing 
the relevant evidence. 

In some cases, unions have such a degree of control that the 
employer is forced to bow to unpleasant \inlon dictates. In the 
construction industry, for Instance, employers sometimes cannot 
use new materials or have certain work done away from the building 
site if such actions tend to deprive carpenters or other skilled 
building workers of job opportunities. Because it here enjoys a 
monopolistic position the union is able to exploit to the utmost 
its control over the supply of skilled labor in order to secure 
for its members special advantages. On the other hand building 
coats are higher than they otherwise might be, thus tending to re¬ 
duce the total volume of building activity. Similar restrictions 
Imposed In other industries, have frequently been attacked on the 
ground that they lower output and result in higher prices. 

Another effect of such restrictions, as well as of the gen¬ 
eral tendency of unionization to raise costs, is to encourage the 
movement of Industry from a union area to a non-union area. In 
the clothing Industry, for example, the predcmlnance of such 
unionized production centers as New York and Chicago has been 
sharply cut in recent years by the shift of manufacturers to New 
England and areas In the South where non-\inlcm cheap labor Is 
available. This phenomenon of regional competition is an Impor¬ 
tant obstacle to complete union regulation of many fields of in- 
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dustry. Only where economic activity la immobile, as in the fields 
of construction and newspaper printing, can union restrictions be 
imposed without risking a flight by employers to other areas. 

In most fields, however, labor unions can at most hope mere¬ 
ly to reduce the inequality of bargaining power between workers 
and employers. Only through a well-organized union can the work¬ 
ers bargain on any terms of equality with a giant corporation such 
as General Motors or United States Steel. In most labor markets 
where they have emerged, therefore, unions have gone some distance 
in establishing equality of bargaining power, but only by elimi¬ 
nating competition on the supply side. 

It should be noted that once the principle of collective bar¬ 
gaining has been accepted by employers, unions usually prefer to 
deal with them as a single body, especially if the industry under 
consideration is composed of many relatively small units. It is 
easier for a union to reach an agreement with one employers' as¬ 
sociation, than to negotiate separately with many individuals, 
each perhaps hiring a few workers. But this holds true only after 
collective bargaining has been agreed to by the employers. Other¬ 
wise, as we shall see below, employers' associations tend further 
to diminish competition on the demand side of the labor market 
and may offer great opposition to the organization of unions. 

THE TACTICS OF UNIONS 

Two Important necessities face every imlon, and although 
they involve related problems, they are sufficiently distinct to 
be treated separately. The first is to gain the adherence of the 
workers and thus obtain some measure of control over the avail¬ 
able supply in a given labor market. The second is to secure rec¬ 
ognition of the union by the employer so that he will engage in 
collective bargaining with its representatives. 

To enlist and retain members, unions must be able to offer 
them substantial advantages. Union membership, it must be re¬ 
called, involves the payment of initiation fees and regular dues, 
limits the individual worker's freedom of bargaining, and subjects 
him to actual loss whenever he is called out on strike. The aver¬ 
age worker is unlikely to submit to these conditions unless con¬ 
vinced that the gains will far exceed the resxilting iiiconveniences. 

Gaining members . The process of recruiting new members for a 
union is called organizing, and Involves promising the achievement 
of certain goals in return for union adherence. Thus workers are 
told that if the union becomes strong enough their pay will be in¬ 
creased, their hours of work reduced, their grievances remedied, 
and their working conditions improved. Where workers are discon- 
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tented, of course, such promises are alluring and frequently suf¬ 
fice to enroll many members. These arguments do not have much ap¬ 
peal when times are depressed and workers know that they can be 
easily replaced. The contrary is true when economic activity is 
at a high level, and workers feel that if they lose one job they 
can easily get another. Here are powerful factors making for fluc¬ 
tuations in union membership in response to changing business con¬ 
ditions • 

Retaining members. Once workers are enrolled, the problem be¬ 
comes one of retaining their allegiance. If the employer has 
signed a closed shop agreement, the task is greatly simplified. 

In such a case union membership is made a prerequisite for hold¬ 
ing a job. But even here a union must be careful not to lose the 
support of its members; if it does, the employer, with the approv¬ 
al of his employees, may refuse to renew the contract. 

Certain methods used by •unions to retain their members are 
fairly well standardized. One is by successfully improving condi¬ 
tions of work and playing upon the fear that if the union is weak¬ 
ened these gains will be lost. A second is by offering their mem¬ 
bers old age pensions and unemployment Insurance benefits to pro¬ 
tect them in some measure against economic insecurity. Once he has 
begun paying premiums on such protective policies, the worker is 
reluctant to quit the linlon, for this usually entails losing his 
entire Investment. Most of the powerful craft unions in this coun¬ 
try formed after 1850 Included such schemes as prominent parts of 
their programs; these aided greatly in retaining members' alle¬ 
giance even in times of unemployment. The efficacy of such devices 
has decreased in recent years as government-sponsored pension and 
unemployment Insurance plans have appeared. A third method is by 
making the organization mean more to its members than merely an 
alliance for economic benefit. Extensive social, athletic, and 
educational programs are sponsored in which the worker may find 
recreation and Improve himself during idle hours. Such •union ac¬ 
tivities create a solidarity, an 'esprit de corps', that is im¬ 
portant in maintaining morale during times of adversity. In recent 
years the International Ladles' Garment Workers' Union has been a 
leader in this field; its musical show, "Pins and Needles," whose 
entire cast was composed of union members, attracted nation-wide 
attention. 

Securing recognition . To gain recognition and collective-bar¬ 
gaining rights, often requires more spectacular action than does 
the drive for membership, although the two are closely related. 

If a \mlon commands the allegiance of all or almost all of the 
employees of a large concern. It rarely experiences great dlffl- 
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culty in establishing peaceful relations with the employer. More 
usual Is the case in which a union represents only part of the 
workers in a given enterprise and desires to become the bargain- 
ing agent for all. The result is likely to be industrial conflict 
over the issue of union recognition. Industrial conflict may also 
result, of course, from disagreements between employers and lonlons 
over the wages to be paid or other conditions of work. 

The most effective weapon in the hands of a union seeking to 
bend an employer to its will is the strike , resorted to when the 
union decides to exert maximum pressure. The union seeks to exer¬ 
cise complete control over the supply of labor by cutting off the 
employer’s entire labor force and paralyzing all activity within 
his enterprise until he capitulates to its demands. The concern 
is thus prevented from making profits, is frequently forced to 
meet additional costs in fighting the strike, and runs the risk 
of losing customers to its competitors. In order to make the 
strike as effective as possible, the union may picket the enter¬ 
prise affected and seek to dissuade workers or customers from en¬ 
tering the premises. To be legal, such picketing must be peaceful, 
but frequently mass picketing, in which hundreds or thousands of 
workers participate, leads to pitched battles between strikers 
and police or other groups. Since a strike is but an Instance of 
economic warfare, it may at times lead to violence, bloodshed, or 
even deaths. 

During the course of a strike, xinlons seek to discourage peo¬ 
ple from patronizing the employer who is being fought. In various 
ways, publicity is given to the fact that a strike is being con¬ 
ducted, and people sympathetic to the union consequently make 
their purchases elsewhere, thus inflicting loss of business and 
profits on the individual or concern fighting the union. This 
stratagem is known as the boycott . The same procedure is Involved 
when union workers refuse to use materials produced by an anti- 
union employer or one whose men are on strike. 

A realistic picture of contemporary labor markets must in¬ 
clude not only the conflicts of labor organizations with employ¬ 
ers, but also the disputes they have with each other. Every \jnion 
marks out for Itself a field of activity, indicating which workers 
it will seek to enroll. This is known as its jurisdiction. Should 
any other union attempt to organize these same workers, it would 
be denounced as a dual union and a bitter struggle would be waged 
against it. Strikes, picketing, and boycotts are weapons used 
when two unions clash, as well as when a union fights an employer. 
The recent A.F.L. - C.I.O. warfare has made the public con¬ 
scious of such jurisdictional conflicts. Each union seeks to dom- 
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inate the labor supply In its own markets, but finds its power 

fundamentally threatened by any other group that has the same ob¬ 
jective. 

Once a union's jurisdiction is marked out, the union tends 
to regard not only the workers covered, but also the jobs Involved 
as necessarily subject to its control. Hence jurisdictional battle 
may arise between two unions, each of whose members is competent 
to do a job on the borderline between their respective fields. 

Such disputes have arisen with particular frequency in the build¬ 
ing trades where the carpenters* union has asserted its control 
over all work done with wood, or which was ^nce done with wood. 
Thus, if a certain kind of wall trimming was formerly^made of 
wood and installed by carpenters, the union still claims juris¬ 
diction over the installation of such trimming even though the 
material now employed may be a metal or some plastic requiring 
techniques far different from those ordinarily associated with 
the craft of carpentry. Such disputes have often been waged be¬ 
tween different A. F. L. unions, and have been costly both to the 
workers involved and to their employers. 

THE TACTICS OF EMPLOYERS 

It is sometimes popularly assumed that all employers are op¬ 
posed to unions and fight bitterly against organization of their 
workers. This is not true, however, since many unions have se¬ 
cured the right of collective bargaining without meeting employer 
opposition. Yet, in a large number of cases, employers have shown 
enmity toward unions. Their opposition has usually been of a two¬ 
fold nature. First, they have tried to prevent the spread of un¬ 
ion influence among their workers. Second, they have attempted to 
break such unions as have succeeded in enrolling many of their 
employees as members. Today, the National Labor Relations Act and 
other government measures have materially reduced the scope of 
employer action against unions. But they have by no means insured 
Industrial peace as the strike wave of early 1941 has shown. 

Under the National Labor Relations Act, an employer must 
recognize and bargain collectively with any union which is able 
to establish that It Includes at least a majority of some impor¬ 
tant group of his employees. Where the union does not command a 
majority, he Is vnder no obligation to recognize It, although the 
union may attempt to force the Issue by calling a strike. 

In the past a variety of weapons were available to an em¬ 
ployer for use against union organizational work among his employ¬ 
ees. He might require all of his workers to sign a yellow dog con- 
tract , by which they agreed never to join a union. He might fire 
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any worker whom he suspected of union membership or sympathy. He 
might set up a company union, that is, an organization limited to 
his own employees, and headed by people friendly to his interests 
who would not adopt policies of which he disapproved. These and 
other practices are today illegal, although prior to 1935 they 
frequently played important roles. Some employers may still util¬ 
ize such practices clandestinely, but they are liable to penal¬ 
ties if detected. 

The employer's chief reliance, therefore, must be upon so 
bettering his workers' conditions that they will have little in¬ 
centive to engage in union activity. In any large enterprise, how¬ 
ever, it is almost Impossible to make all workers contented. It is 
always likely that union agitation will find at least a few will¬ 
ing ears wherever any considerable number of men are employed. 

In combating a union, the employer's chief weapons are: 

(1) He may suspend operations and deprive his workers of employ¬ 
ment until the union accedes to his demands. Such a 1ockout 
is the employer's equivalent of a strike; its effectiveness 
will often depend upon the strength of the employer's re¬ 
sources as compared to those of the workers and their union. 

(2) To break a strike, the employer usually endeavors to keep 
his business operating despite the walkout of union members. 
To achieve this purpose he frequently obtains strlkebreakers , 
men who will deliberately cross picket lines and accept jobs 
left vacant by the strikers. But the employment of such in¬ 
dividuals is usually expensive both because of the high rate 
of pay demanded, and their inefficiency at the necessary 
tasks. Hence their importance is more of a psychological 
than an economic nature as far as continued operation is con¬ 
cerned. But by leading strikers to believe that the employer 
has obtained a supply of labor despite the walkout, such 
strikebreakers may decide the Issue against the union. 

(3) Employers often appeal to the courts for an Injunction re¬ 
straining picketing or other union activities on the ground 
that these will lead to violence or damage whose consequences 
are not remediable. Denied the right to picket or to publi¬ 
cize their strike, unions are placed at a great disadvantage. 
Hence they have fought vigorously against the power of Judges 
to issue such orders. These efforts have met some success as 
we shall see below, but even as this is written (April 1941) 
the newspajjers tell of a sweeping injunction Just Issued 
against picketing at the River Rouge plant of the Ford Motor 
Company. 

(4) The employer's most potent weapon, of course, is his economic 
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strength, his ability to outwalt his workers, who cannot re 
main indefinitely without a Job if they are to support them¬ 
selves and their families. This power is partially neutral¬ 
ized by union strike funds from which are paid out small sums 
each week so that strikers may at least be able to buy food 
and pay their rent while out of work. Government measures 
providing for unemployment insurance also weaken this power 
Insofar as they enable a ^vorker to obtain an Income even 
while he refuses to labor for a given employer. 

The tactics outlined above are usually much more effective 
if utilized Jointly by many employers in a given Industry than if 
used by only one. Employers' associations often have been success¬ 
ful in opposing unions in situations where no single employer 
might have succeeded. Since its formation in 1934, the Associated 
Farmers has been an outstanding example of this type of organiza¬ 
tion, and has done much to prevent unionization of farm workers 
in California and adjoining states. 

It should not be overlooked that both unions and employers 
have frequently sought government aid, directly or indirectly, in 
their conflicts with each other. This has required political ac¬ 
tivity on the part of both, and has played an Important role in 
shaping public policy toward labor markets. We shall discuss this 
aspect of the question more fully in the next chapter. 

THE TACTICS OF INDUSTRIAL PEACE 

Strikes and other forms of industrial warfare are always ex¬ 
pensive for both sides engaged in them. Since they often result 
in injury or death to some of the people concerned, they also are 
morally and materially, expensive to the community. In times of 
national emergency, such as the present defense effort, strikes 
may seriously hinder the securing of maximum production of those 
goods and services needed for the continued safety of the nation. 
For these and other reasons, it Is most desirable that means be 
available whereby disputes can be settled without strikes, or. If 
a strike is In progress, for ending it as quickly as possible. The 
chief methods used are mediation and arbitration. 

jlediatlon . The essential feature of mediation is the entrance 
of some third person into the situation. The parties to the dispute 
may find it difficult to negotiate with each other, but they can 
and will discuss matters with an Impartial outsider. He seeks to 
learn their viewpoints and grievances, and to secure concessions 
from each so that a compromise settlement can be made. Mediation 
has often succeeded in bringing together employers and workers who 
were previously far apart. 
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Arbitration . There are several different forms of arbitra¬ 
tion, but It consists essentially In referring a dispute to one 
or more Impartial individuals who study the facts and then render 
a verdict. Arbitration may be resorted to voluntarily or It may 
be made compulsory. The parties to the dispute may or may not be 
compelled, either by previous agreement or by law, to accept the 
award. Compulsory arbitration with compulsory acceptance of the 
award has often been urged as a means of preventing strikes alto¬ 
gether and Insuring industrial peace. Whether it would achieve 
this objective is uncertain. Almost all sections of organized la¬ 
bor have consistently opposed it as a limitation on their freedom 
to strike, while employers have been fearful of Its use by a pro- 
labor government to insure granting of ever greater union demands. 
In periods of crisis, such as wartime, compulsory measures may be 
adopted temporarily as a means of avoiding production stoppages. 

DEVELOPMENT OF MODERN UNIONISM* 

Early phases . As early as the 1790’s, movements looking to¬ 
ward labor organization had sprung up among skilled artisans and 
mechanics of some of the larger American cities. These were not 
organizations of industrial wage-earners of the type known today. 
Most of the early union members were self-employed. Independent 
craftsmen. As the volxime of factory production and the number of 
wage-laborers increased steadily after 1820, unions of industrial 
workers also appeared, the earliest probably being organized among 
textile operatives. Before 1850 most of these groups were called 
into existence by some particular grievance and were dissolved 
when they had succeeded in remedying It or had lost their case. 

In prosperous times, the prospects of economic gains by organized 
labor were good as employers were making substantial profits and 
were willing to meet union demands in order to continue operation. 
In depressed periods, however, workers thought more of keeping 
what Jobs they had than of improving their conditions. This close 
association between the condition of business and union strength 
has commonly existed, even down to our own day. 

After 1830 increasing emphasis was placed on the unity of 
these different groups. In some cities, local craft unions com¬ 
bined into city labor groups and cooperated with each other. At 
the same time, workers in some crafts sought to form unions unit¬ 
ing similar workers in different cities. By 1836 the printers and 

1. Cf . John R. Commons and Associates, History of Labor in the 
United States . Vols. I, II, New York, 1918. Also Leo Wolman. Growth 
^ American Trade Unions, 1880-1923 . New York, 1924; Ebb and Flow 
Jjl Trade Unionism . New York, 1936. 
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others had such national organizations, but the depression of 
1837 ended most of these efforts temporarily. It was not until 
after 1850 that national unions - which have lasted until the 
present time - were formed. Almost all of these were small groups 
with membership restricted to workers in skilled crafts, and fur¬ 
ther limited by high initiation fees and dues. As time went on, 
it became ever more evident that those unions had the greatest 
chance of surviving which emphasized the immediate day-to-day 
problems of their members, concerning themselves with increasing 
wages, lov/ering hours, and similar market activities. 

But many of the labor movements of the 1800-1850 period 
sought to prevent the market's dominance. Agrarian voices urged 
that each worker become a farm owner In the fertile West, rather 
than submit to "wage-slavery;" various forms of Utopian socialism 
called for cooperative communities in which no man would be sub¬ 
servient to another. These battled against the ever-increasing 
scope of the labor market. They foresaw with great clarity that 
the ideal of an America in which all men were Independent and had 
equal opportunity was incompatible with the new industrialism and 
the wage relationship. These groups and others which followed them 
voiced their protest against the ending of the traditional indi¬ 
vidualism of the American artisan, but their efforts were futile 
against those who seized the opportunities to exploit this na¬ 
tion's rich resources with the new machinery and techniques of 
the Industrial Revolution. 

The Knights of Labor . In 1869, Uriah Stephens formed the 
Order of the Knights of Labor, an organization which came to rep¬ 
resent the last and most powerful effort to beat back the tide of 
economic evolution. Originally a secret organization, the Order 
came into the open in 1878 and adopted Its famous "First Princi¬ 
ples" to indicate its position. These called for the organization 
of all workers to check the aggression of great wealth. Producers' 
cooperation was to be the great aim, and "Cooperation of the Order, 
by the Order, and for the Order" was the central slogan. Strikes 
were opposed and arbitration favored at first, but as the organi¬ 
zation expanded, it began to make use of this weapon. It was the 
victorious railroad strikes of 1884 - with their great triumphs 
over Jay Oould euid the "money Interests" - that sent the Knights' 
membership soaring. By 1B66 peak enrollment was reached at a mark 
well over 700,000, but the decline that followed was equally rap¬ 
id. Employers assumed the offensive; union leadership proved In¬ 
competent j most of the producers' cooperatives failed. These and 
Other forces rendered the Knights almost powerless after the early 
lB90*s« 
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The Knights of Labor reflected many of the Ideals of the 
working class of its time. The infectious slogan: "An Injury to 
one is the concern of all" served to rally workers ot every kind 
into its ranks thus establishing the organization on a class rath¬ 
er than a craft or Industrial basis. Its dominant groups were the 
mixed assemblies, composed of workers in many trades and of many 
degrees of skill. It was the unskilled and the semi-skilled work¬ 
ers who usually dominated the Order's policies, leading to con¬ 
flicts with the independent national unions of skilled craftsmen. 
The scheme for producers' cooperatives was a natural outgrowth of 
the cooperative movement which had engaged much of labor's atten¬ 
tion in the middle of the nlne.teenth century. By this means the 
Knights hoped to make labor self-employed, thus reflecting both 

the middle-class origins of many American workers and their nos- 

% 

talgic desire for a return to simpler days when large capital ac¬ 
cumulations were rare and every man could aspire to be an inde¬ 
pendent workman. But like its predecessors, this rebellion against 
the labor market and the wage system was doomed to failure. 

The ernergence of business unionism . We have already noted the 
rise of national craft unions after 1850. These usually accepted 
the growing Industrialism and sought to make the best bargains 
possible with employers. Their members were skilled craftsmen who 
aimed at obtaining high prices for their services, without much 
concern for the fortunes of other workers. A considerable number 
of these unionized workers were foreigners, with those from Ger¬ 
many and England predominating. Contact with the socialist move¬ 
ment abroad had made many of them conscious of what they conceived 
to be their class interests as workers and the permanence of their 
status. These sought to counteract the outlook of the native Amer¬ 
icans who could not reconcile themselves to the march of industri¬ 
al progress and looked to agrarianism or producers' cooperatives 
for salvation. 

In 1881 Samuel Gompers, an immigrant from England, Adolph 
Strasser, a German, and others formed the Federation of Organized 
Trades and Labor Unions of the United States and Canada. In 1886 
this body became the American Federation of Labor, and united 
national unions of several different crafts. Despite their early 
socialist backgrounds, these men saw the necessity of labor organ¬ 
ization to increase the workers' strength on the market, and mini¬ 
mized any such idealistic goals as socialism or self-employment. 
Adolph Strasser - testifying before a Congressional committee in 
1883 - ably formulated the position of this group: "We have no 
ultimate ends. We are going on from day to day. We are fighting 
only for immediate objects - objects that can be realized In a 
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few years...We want to dress better and to live better and be 
come better citizens generally." Here Is the philosophy of busl 
ness unionism clearly stated, a philosophy which has dominated 
most of the American labor movement ever since. 

Prom Its very beginning the A. F. L. assumed the general 
form of organization that It has retained to the present day It 
Is a loose confederation of autonomous unions, each of whlch’Davs 
dues on the basis of membership, and cooperates with other unions 
through the mechanism of the Federation. Each of these component 
unions Is extremely jealous of Its Independence and little real 
coercive power Is possessed by the A. P. L. There Is almost noth¬ 
ing which It can compel Its member unions to do. This was lllus 
trated vividly In the early part of 1941 when President William" 
Green denounced jurisdictional strikes on defense projects but 
could do nothing to stop A. P. L. unions from resorting to’them. 
Heading the A. P. L. la a President and an Executive Council com¬ 
posed of several Vice-Presidents representing different unions 
These make decisions as to Federation policy between the annual 
conventions which exercise ultimate control over the organization 
Almost continuously since Its founding, the A. P. L. has been dom- 
Inated by leaders of craft unions. 

The primacy of the business viewpoint toward the labor mar¬ 
ket was not established without opposition. First Gompers and his 
band waged a bitter fight with the Knights of Labor which sought 
to capture the skilled workers for itself. After the Knights had 
been vanquished, a Socialist minority within the Federation re¬ 
volted against the organization's acceptance of the capitalist 
economy and the wage system. Daniel DeLeon and his followers with 
drew and formed the Socialist Trades and Labor Alliance, which 
enjoyed only a short and Ineffective life. A more powerful rival 
was the Industrial Workers of the World, better known as the I. 

W. W., which was formed in 1905 to battle the A. P. L. and pro¬ 
mote revolutionary unionism. This new organization inscribed on 
Its banners the watchword: "Abolition of the wage system" and 
made clear from the beginning that Immediate demands as to wages 
hours, and the like were of but minor Importance, stepping stones 
to the ultimate objective. Between 1910 and 1920, the I. W, w. 
gained some power among various labor groups such as the textile 
workers In New England and migratory agricultural laborers in the 
Middle West, but Its power was broken during the World War, large¬ 
ly as the result of a governmental effort designed to end its rev¬ 
olutionary threat to a country at war. 

Perhaps the most striking evidence of the dominance of the 
business attitude toward the labor market can be found In the fact 
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that the most recent "revolutionary" opponent of the A. F. L., the 
Coirmrunlst-lnsplred Trade Union Unity League which existed between 
1928 and 1935, accepted the wage system at least temporarily, of¬ 
fered to make agreements with employers regarding working condi¬ 
tions, and, where it succeeded, usually kept such agreements. The 
Communist revolution was a distant goal; in day-to-day practice, 
even these T. U. U. L. unions - whose strength lay mainly among 
fur, textile, and farm workers - adopted the objectives and meth¬ 
ods of their more conservative A. P. L. rivals. The T. U. U. L. 
was dissolved when Communist leaders changed their tactics and 
decided to work within the A. P. L. (and later the C. I. 0. too) 
rather than outside it as a rival organization. 

But it should be noted that even business unions have not 
accepted the labor market without reservations. In recent years 
particularly, but also throughout their earlier history, they 
have sought in many ways to Impede the freedom of employers to 
Impose any conditions that workers might be forced to accept if 
in sufficiently dire need. We shall examine the nature of these 
restrictions in more detail below, 

E>OMINANCE OF BUSINESS UNIONISM 

One basic fact must be emphasized in any study of xmlon de¬ 
velopment in this country: the drive for labor organization in 
the United States has always been a minority movement, and is so 
today, although unions have increased in importance in recent 
years. In 1910, union membership embraced only about ten per cent 
of those eligible to join. A high of twenty per cent was reached 
between 1910 and 1920, but the following decline brought the fig¬ 
ures back to the ten per cent level by 1930. Prom 1930 to 1940, 
xmlon membership in this country more than doubled, and in early 
1941 probably exceeded twenty-five per cent of the potential mem¬ 
bership. 

Before 1933, union strength was concentrated largely in a 
few occupational fields, while the remainder of American economic 
life was relatively unaffected by labor organization. In building, 
transportation, coal mining, and printing, unions have long played 
Important roles. After the World War, clothing entered the list, 
and together these five Industries contributed more than sixty 
per cent of all union membership recorded annually between 1900 
and 1933. But In such Important activities as the production of 
steel, automobiles, rubber, aluminum, and glass there was little 
or no union strength. The same was true of millions of clerical 
workers and sales people, composing a group rapidly growing In 
Importance. Among farm workers, many of whom would have gained 
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considerably from union protection, a similar situation prevailed 

Considered from another point of view, we may note that union 
membership has traditionally been concentrated among the relative 
ly well-to-do skilled workers. In the building trades, the car 
penters, plumbers, electricians, brick layers, and other crafts- 
men, long have had their powerful unions. On the railroads the 
"Big Four" - the Brotherhoods of locomotive engineers, firemen 
railroad trainmen, and railway conductors - effectively controlled 
the supply of workers in its field. During most of the history of 
union activity little attention was paid to the organization of 
unskilled manual labor or clerical work. Coal mining was one of 
the few fields In which an industrial union, one embracing 

all the workers employed in a given industry without regard to 
skill or craft, was predominant. Here the United Mine Workers en¬ 
joyed considerable strength. Its non-craft character was explain¬ 
able in terms of the.isolation of most mining communities, a fac¬ 
tor making for unity among different types of workers employed by 
the same operators and bound to each other by common problems. 

From 1890 to 1920, union membership increased fairly steadi¬ 
ly although temporary losses of some severity were suffered in 
times of depression such as 1904-06 and 1913-15. The most phenome¬ 
nal increase took place during the first World War when govern¬ 
mental intervention for industrial peace, plus official recogni¬ 
tion of union leaders as workers' spokesmen, boosted union pres¬ 
tige. Between 1915 and 1920, union membership increased by about 
2.5 million. By 1920, the A. P. L., which included about eighty 
per cent of all unionized workers, totaled approximately four 
million members, the largest number in its history until that 
time. But labor organizations were hit hard by the depression of 
1920-22 and great losses wore suffered. While almost all unions 
had gained appreciably from the 1915-20 upswing In membership 
their losses after 1920 differed in extent. In the transportation 
and metal Industries, both of which had boomed under the war im¬ 
petus, the post-war reduction of activity and employment resulted 
in loss of most of the previous gains. The clothing and building 
unions also suffered but managed to retain a large part of their 
increase in membership and power. 


Even after this hectic period, American unionism retained 
its former characteristics: it was still localized in a relative- 
ly few industries; in many of the most basic economic fields it 
had little or no strength; highly-paid craft workers composed the 
bulk of the membership, and there was little interest in spread¬ 
ing union strength among the majority of low-paid, semi-skilled 
and unskilled workers. In 1919, for instance, when William Z. 
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Poster sought to organize the thousands of steel workers and did 
succeed in leading a major strike, he found his way blocked by 
the refusal of the powerful A. F. L. craft unions to contribute 
substantial financial or other aid* Intent upon bettering condi¬ 
tions in their own labor markets, the skilled workers cared lit¬ 
tle for their less fortunate fellows who remained largely unor¬ 
ganized. 

Prom 1920 to 1933 total imion membership in the United States 
declined almost uninterruptedly, decreasing by more than two mil¬ 
lions and falling back to almost its pre-war position. Particu¬ 
larly significant was the steady downward movement during the 
1923-29 period, for this was one of the few prosperous eras in 
American history during which union strength did not increase 
markedly. The depression of the thirties only accelerated the de¬ 
cline which had begun a decade before. 

Many factors contributed to this situation, some general, 
others confined to particular fields. Employers in many industries 
undertook determined campaigns to weaken existing \inlon influence 
and to prevent its further extension. They hailed the open shop 
as "The American Plan" and established elaborate employee benefit 
and insurance schemes designed to win the loyalty of their work¬ 
ers and to counteract union arguments. Union leadership during 
this period, particularly that of the A. P. L., showed little en¬ 
thusiasm for or Interest In vigorous organizing campaigns. The 
death of Samuel Gompers in 1924 removed the spark plug of the 
Federation and those who succeeded him preoccupied themselves 
largely with organizing union-supported banks and Insurance com¬ 
panies, among other schemes, rather than with more militant activ¬ 
ities In labor markets. 

In particular Industries, additional forces operated to cut 
into union strength. In coal-mlnlng, the competition of other 
fuels made for depression during the 1920’s even though most other 
segments of the American economy were prospering* Mine operators 
found that union contracts resulted in relatively high production 
costs, thus encouraging the operation of mines In West Virginia 
and other states where labor unions were weak. The competition of 
these lower-cost areas steadily undermined the influence of the 
United Mine Workers In Pennsylvania and elsewhere, so that by 1930 
the organization was virtually powerless in the bituminous coal 
fields. Truly these were dark years for the labor movement. 

THE NEW POWER OF AMERICAN UNIONISM 

The beginning of 1933 saw unionism In the United States at a 
low ebb Indeed. Widespread unemployment in almost all fields had 
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weakened or destroyed union control over the labor supply and 
the competition of millions without jobs was undermining hard won 
union wage and working condition standards everywhere. Labor 
leaders sought frantically to conserve whatever strength they 
still retained, and had little hope of improvement In the Immedi¬ 
ate future. Yet, In less than a decade, the American labor move¬ 
ment rose to pinnacles of power far greater than it had ever be¬ 
fore enjoyed In this country. 

A new factor had entered the situation. With the inauguration 
of President Roosevelt in March, 1933, steps were undertaken to 
pull the nation out of the economic stagnation into which it had 
fallen. Chief of these was the National Industrial Recovery Act 
better known as the N. I, R. A., which in effect was a bargain 
between business and labor. Industrialists were permitted to con¬ 
trol competition in the markets for their goods, but in return 
they had to make certain concessions to labor. Most significant 
of these was contained in Section 7A of this Act which declared: 
"...employees shall have the right to organize and bargain col-* 
lectlvely through representatives of their own choosing..." This 
was but the first of a series of legislative enactments, the most 
important of which was the National Labor Relations Act of 1935 
which extended governmental sanction and support to efforts aimed 
at increasing the bargaining power of labor. The significance of 
these steps In the whole development of public policy towards the 
labor market will be considered in the next chapter. Here it need 
only be pointed out that these measures introduced a fundamental 
change In the attitude of the government towards unions, and gave 
these latter a prestige such as they had never known before. 

The effect of Section 7A was electric. All over the country 
thousands of workers spontaneously organized union locals and ap¬ 
plied to the A. P, L. and its national unions for^charters, John 
L, Lewis, head of the United Mine Workers, sent out a large corps 
of organizers to spread one message among the miners : "The Presi¬ 
dent wants you to join the union." As a consequence, membership 
in the United Mine Workers rose from 150,000 in 1932 to 400,000 
in 1935, restoring Its old mastery over the supply of labor in the 
American coal fields. In the men's and women's clothing industries, 
the unions also registered sensational gains in membership as the ' 
result of vigorous organizational activity. In lesser extent, 
these gains were registered in almost all the traditional fields 
of imlon activity, while inroads were made In industries where la¬ 
bor organization had almost never played a significant role be¬ 
fore, particularly In the production of automobiles and rubber. 
Total A. P. L. membership Increased from a low of slightly over 
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two millions on August 31, 1933 to almost three and a half mil¬ 
lion on August 31, 1936, an increase of almost seventy-five per 

cent. 

During this period of imion renaissance, observers pointed 
to the differential gains made by various sections of the labor 
movement. The industrial coal mining and clothing unions more 
than doubled their memberships; the craft unions which formed the 
bulk of the A. F. L. Increased their numbers by only about twenty 
per cent. This was one indication of the difference in vigor with 
which the leaders of these two groups seized their opportunity, 
and also a reflection of the tendency of craft unions to be in¬ 
terested more in monopoly gains for their members than in Increas¬ 
ing their numbers. 


DIVISION IN THE RANKS OF LABOR 

In the basic industrial fields which it penetrated after 
1933, the A. F. L. at first organized workers Into local federal 
unions. Thus all the laborers In an automobile factory would be¬ 
long to a federal local which was affiliated directly with, and 
paid dues to, the Federation. But this was regarded only as a 
temporary expedient necessitated by the sudden rush of organiza¬ 
tion. A short time after the beginning of this organizational 
spurt many of the established A. F. L. unions began to assert 
their jurisdictional claims. In particular, they demanded that 
the newly-organized federal locals should be broken up and their 
different members surrendered to the appropriate craft organiza¬ 
tions. The members of federal locals in some rubber factories, 
for example, were distributed among as many as sixteen different 
A. F. L. craft unions. 

Jurisdictional disputes . To the workers, in many cases, 
arbitrary dissolution of their organizations and the parceling 
of their members was rather unpalatable. In an automobile factory, 
for instance, a relatively few key workers are skilled craftsmen, 
while the majority of the laborers are semi-skilled or unskillQ^* 
The latter are easily replaceable, and any strike organized by ^ 
them alone is relatively easily crushed because the supply 
workers is large. Only with the help of the almost indlspensabl© 
skilled workers, are they assured some chance of success should 
they seek to enforce their collective demands. Hence these work 
ers in the automobile, rubber, aluminum, electrical, and other 
large-scale Industries sou^t to organize all-embracing Indus 
al unions. If the craft unions took away the key men, those re 
maining could have little hope of bringing effective pressure to^^ 
bear on their employers. But the craft unions pointed to the 
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ter Jurisdictions and demanded their rights. The A. P. L., which 
they controlled, proceeded to redistribute the workers from the 
federal locals, with the result that many of these groups began 
to disappear as dissatisfied workers dropped their newly acquired 
union affiliations. In many of the newly organized Industries it 
began to appear as if the recent gains would be lost. 

Within the A. P. L. a determined, but minority, group stnag- 
gled to prevent it. This consisted mainly of men like Lewis and 
David Dublnsky, of the International Ladies' Garment Workers' 
Union, who were leaders of established industrial unions. They 
were joined by many of the federal locals as well as the few 
craft-union leaders who believed that in many mass production in¬ 
dustries the old technique of organizing only the skilled workers 
had become outmoded. At the 1934 convention of the Federation, the 
two factions clashed on this question of policy but settled the 
dispute temporarily by passage of a compromise resolution which 
promised "to issue charters for National or International Unions 
in the automotive, cement, aluminum and such other mass production 
and miscellaneous industries...," but which also declared that the 
A. P. L. would "fully protect the Jurisdictional rights of all 
trade unions organized upon craft lines." 

As might have been expected, this straddling resolution which 
promised all things to all men failed to bring lasting peace. The 
industrial unionists were angered at the failure of the Pederation 
to establish thorough-going industrial unions in the fields men¬ 
tioned by the resolution, and pointed in particular to the exclu¬ 
sion of important groups of skilled workers in the Jurisdictions 
given to A. F. L. rubber and automobiles worker's unions during 
1935. The craft unionists continued to demand the recognition of 
their jurisdictional claims and bitterly fought every attempt to 
extend the Industrial union form of organization. 

The C. I. 0. is organized . At the 1935 A. P. L. convention, 
the battle came to a head. Two opposing resolutions were submitted 
to the delegates in order to determine Federation policy on organ¬ 
izational forms to be established in the mass production indus¬ 
tries. After an historic debate, the craft unionists won by a 3-2 
margin. Shortly afterward, in November, 1935, eight heads of 
A. F. L. unions annotmced the formation of a Committee of Indus¬ 
trial Organizations with the avowed purpose of organizing industri¬ 
al \mions in the mass production industries and bringing these in¬ 
to the A. F. L. Lewis of the United Mine Workers was elected chair- 
msji of the new group whose members were the leaders of xinlons 
representing more than a million members, about one-third the en¬ 
tire Pederation strength. All the unions represented were Indus- 
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trial with the exception of the International Typographical Union 
whose President, Charles Howard, recognized the need of this type 
of organization in industries like automobile and steel, even 
though unsuited for the highly-skilled printing trades. 

In May, 1936, the C. I. 0. took its first effective step 
when it signed an agreement with the moribund A. P. L. Amalgamated 
Association of Iron and Steel Workers. The latter agreed to let 
the Committee direct an intensive organizational campaign among 
steel workers for which the C. I. 0. would provide $500,000. Such 
a campaign had long been promised by Federation leaders, but had 
never materialized. Under the leadership of Philip Murray, one of 
Lewis’ aids in the miners' union, the Steel Workers’ Organizing 
Committee was set up and the most intensive union campaign in 
American history was started. Using hundreds of organizers and 
every means of publicity, the message of unionism was brought to 
every steel worker. In the early part of 1937, the Camegie-Il- 
llnois Steel Corporation, a subsidiary of the dominant United 
States Steel Corporation signed peacefully with the S. W. 0. C.; 
thus capitulated one of the greatest strongholds of anti-unionism 
in the united States. By late 1937 almost 500,000 steel workers 
were claimed as members, although important steel companies such 
as Republic and Bethlehem had defeated the union in the bloody 
"Little Steel" strike of mld-1937. 

The years 1936-37 saw further victories won by C. I. 0. - 
financed unions in other fields. By successful strikes, by winning 
labor board elections, and by skillful negotiation, collective 
bargaining became a reality in many hitherto Impregnable strong¬ 
holds of the open-shop. In the automobile industry, the United 
Automobile Workers used the sit-down strike to win contracts from 
General Motors and Chrysler and raise its membership to 400,000; 
only Ford stood out against the union tide. The same process was 
repeated in rubber, especially in Akron where the United Rubber 
Workers won contracts and recognition in almost all plants. From 
transportation and radio to agriculture and aluminum, unions af¬ 
filiated themselves with the C. I. 0. and made noteworthy prog¬ 
ress. By the end of 1937, thirty-two unions claiming a combined 
membership of about 3.7 millions were joined in the C. I. 0. Their 
phenomenal gains were without parallel in American labor history. 

The final split . While these great increases in \mlon strength 
were being registered, the final break occurred between the two 
factions. All through late 1935 and early 1936, the A. F. L. 
watched the maneuvering of the newly formed Committee with alarm 
and suspicion, openly skeptical of the latter’s avowal that it 
sought merely to bring new members into the Federation, thus sup- 
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plementing the A. P. L. rather than rivaling it. In July, 1936 
charges against the C. I. 0. unions were brought before the Ex¬ 
ecutive Council. Lewis and his group were held to constitute '‘a 
dual movement" "foinenting Insurrection in the American Federation 
of Labor" and their expulsion was asked on the ground they were 
encouraging violations of the jurisdictional rights granted the 
craft unions in their charters. The next month, ten C. I. 0. un¬ 
ions, with a total of more than one million members, were sus¬ 
pended by the Executive Council, a move of questionable legality. 
This action was upheld by the 1936 convention of the A. F, L. in 
which the suspended unions had no vote. 

In November, 1936, the C, I, 0. admitted two non-A. P. L. 
unions to its ranks by enrolling the radio workers and ship build¬ 
ers' industrial unions; others were taken in later. In 1937, Wil¬ 
liam Green, President of the Federation, ordered all state A, F, 

L. groups to expel C. I. 0. unions belonging to them. In reply 
the C. I. 0. announced that it would charter its own state and 
local bodies and in June, 1937 it set up a system of dues payments, 
thus replacing the voluntary contributions - most of which had 
come from the coal miners and clothing workers - which had fi¬ 
nanced its earlier activities. A special A. P. L. conference in 
mld-1937 created a war chest for the fight against the C. I. 0. 
by doubling the dues to the Federation required from each member 
union. The war that has split the American labor movement ever 
since was on in earnest. 

IHl- CURRLNT STATUS Of- UNIONISM 

A detailed account of the events of the period since 1937 
would fill a large volume, far exceeding the space available here. 
Hence we shall merely summarize briefly the more recent background 
of the contemporary labor movement, emphasizing those aspects 
which have significance for trends in the immediate future. 

The recession of 1937-1938 was a body blow to the C. I. 0. 

The pace of its spectacular advance was slowed down greatly. As 
unemployment rose, the new C. I. 0. unions faced the task of re¬ 
taining their members. Most of these were new recruits to union¬ 
ism who had no ties of pension or Insurance benefits to hold them, 
as had the members of many A, F. L. craft unions. The situation 
was largely met through adoption of a vigorous policy. Unemployed 
members who were unable to pay dues were not dropped from the 
rolls as in many Federation groups, but were encouraged to remain 
in the C. I. 0. \mlons which undertook intensive lobbying cam¬ 
paigns for greater federal, state, and local expenditures for va¬ 
rious types of unemployment relief. Late in 1938, the C. I. 0# 
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claixr.ed four million members, asserting that it had retained al¬ 
most all of its semi-skilled and unskilled members despite the re¬ 
cession. Outside observers doubted this claim and estimated that 
the C. I. 0. dues-paying membership might be as low as two mil¬ 
lion, but all agreed that in the face of their first great eco¬ 
nomic test, most of the C. I. 0. unions had emerged far better 
than might have been expected. 

At its 1938 convention, the C. I. 0. formally constituted 
itself a national labor organization, dual to and rivaling the 
A. F, L. The name was changed to the Congress of Industrial Or¬ 
ganizations and a permanent constitution adopted. Almost all the 
C. I. 0. unions affiliated with the new permanent organization. 
The chief defection was the International Ladies* Garment Workers' 
Union whose President had been one of the leaders in the original 
fight for industrial unionism. This union refused to lend its 
support to a move creating a permanent schism in the American la¬ 
bor movement. For a time it remained independent, but in 1940 it 
rejoined the A. F. L. 

During the years 1939 and 1940, the membership claimed by 
the Congress remained stable at about four million. In the coal 
mining, automobile, rubber, steel, and aluminum industries it 
possessed great strength, with relatively little challenge from 
any other group. It had many supporters among electrical and 
transport workers, longshoremen, seamen, and newspaper workers, 
while its efforts met with some success in previously non-union 
fields, such as those of office workers, retail clerks, and farm 
laborers. 

But the A, P. L. was not idle during these years. The defec¬ 
tion of the C. I. 0. sent its membership below the three million 
mark in 1937, but thereafter it began to climb. The challenge of 
the new group seemed to revivify the old leaders and bring forth 
new ones with great energy and ability. Organizing campaigns were 
taken from the planning stage and actually carried out, frequent¬ 
ly with success. The machinists, the carpenters, the electrical 
workers, and other craft-minded unions began to expand their juris¬ 
dictions, to take in great numbers of semi-skilled and unskilled 
workers. The industrial \mion-craft union issue between the A. F. 
L» and the C. I. 0. became largely mythical as many Federation tin- 
ions came to Include ever wider groups of workers. The Machinists 
Union, for example, asked for and was given jurisdiction over the 
entire aviation industry and it pushed a vigorous organizational 
campai^ there among workers of all kinds. By August 31, 1940 the 
Federation claimed more than 4.2 million dues-paying members, the 
largest number in its history, thus confounding the prophets who 



THE LABOR MOVEMENT 


131 


had predicted that its quarrel with the C. I. 0. had spelled its 
doom. Many of the A. F. L. successes, it may be pointed out, were 
gained with employer cooperation and aid. Many employers feared 
the C. I. 0. as being radical and Communist-influenced, To fore¬ 
stall the latter's organizational efforts, they were frequently 
willing to sign agreements with or otherwise aid the unionization 
campaigns of the more conservative Federation. 

The conflict between the two rival union bodies dominated 
the American labor scene and took many forms. The A. P. L. in¬ 
vaded C. I. 0. territory by chartering a coal miner's union rival 
to the United Mine Workers and recognizing dissident factions of 
the Congress' automobile and textile unions. In return, the C. I, 
0. formed the Construction Workers Organizing Committee and other 
unions designed to challenge A. F, L. craft unions in their own 
fields. Jurisdictional strikes in which one faction picketed and 
asked the boycott of employers who had signed with the other fac¬ 
tion were frequent, bringing loss to many employers friendly to 
labor and leading to public indignation which in some states took 
the form of regulatory legislation limiting the right to strike 
and picket. As will be shown in the next chapter, this bitter ri¬ 
valry gravely impeded the operation of the National Labor Rela¬ 
tions Act and other legislation designed to aid unions, thus 
strengthening the hands of those who would remove these laws from 
the statute books. As the United States swung into its national 
defense effort, conflicts between the two groups became a factor 
impeding rearmament and aid to Britain, thus further arousing pub¬ 
lic opinion against unions and making the rivalry an actual men¬ 
ace to the well-being of the nation. 

Two efforts had been made to bring the rivals together up to 
the Spring of 1941. In 1937 and again in 1939 conferees represent¬ 
ing both groups met In an attempt to iron out their differences, 
but to no avail. The Issues separating them, it should be noted, 
had changed their character during the course of the struggle. 

From the conflict over industrial unionism and energetic organi¬ 
zation of the semi-skilled and unskilled workers, there had evolved 
other differences. Many of the A. P. L. unions had virtually as¬ 
sumed the Industrial form, while even In the C. I. 0. there were 
a few craft unions, such as those of the die casters and the 
marine stewards. The issues which really separated the would-be 
peace makers were those arising from the development of both or¬ 
ganizations and the Inclusion within each of unions cutting across 
the Jurisdictions of several groups belonging to the other. More¬ 
over the dispute had aroused bitter personal animosity between 
leaders on both sides, and apparently neither group desired unity 
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unless It could retain control. When John L. Lewis broke off 
peace negotiations in 1939, many observers believed that he did 
so because the C. I, 0. was weaker than the A. P, L. in dues-pay- 
Ing membership, and its leaders would have to assume subservient 
roles in any unified labor movement. Of course, there were diffi¬ 
cult problems facing any tiniflcation of the labor movement, but 
given a sincere will toward this end on both sides, it did not 
seem impossible. In 1941, many wondered whether such unity might 
not be forced on the recalcitrant labor leaders by the needs of a 
nation on the brink of war, if not, for all practical purposes, 
already in it. 

Union membership at the beginning of 1941 aggregated nine 
million workers, by far the largest number in American history. 
The A. F. L. had about 4.5 million, the C. I. 0. four million, 
and the independent unions - chief among which were the four Rail¬ 
road Brotherhoods - listed approximately 500,000 members. Equally 
significant was the fact that these union members possessed power 
and influence in almost every field of economic life. No longer 
was union activity confined to a few industries. Its force was 
now felt frora manufacturlng to agriculture, from transportation 
to retail selling - in short, in every sector of economic activi¬ 
ty. Its economic power was great, but the spread of international 
conflict made the future of labor far from clear. 



36. PUBLIC POLICY REGARDINC LABOR 

THE FORMATION OF PUBLIC POLICY 

In our discussion of labor markets and the forces operating 
within them, we have had frequent occasion to refer to the ef¬ 
fects of state Intervention of one type or another. In this chap¬ 
ter we shall attempt a more systematic exposition of the influ¬ 
ence of public policy in this area, indicating both the evolution 
and the present state of this policy. 

In a democratic society, the development of governmental ac¬ 
tion in any sphere is the resultant of many complex forces. Di¬ 
rectly concerned are the legislatures, the courts, and the execu¬ 
tive departments which respectively enact. Interpret, and enforce 
the laws. Each of these exercises an independent influence, which 
is both checked and supplemented by the others. At the same time, 
continuous pressure is exerted by many private groups, each seek¬ 
ing to Influence policy in a manner favorable to its interests. 

The National Association of Manufacturers spreads propagajida for 
one type of labor policy, the C.I.O. and A.P.L. for quite another 
type. The power of these groups relative to each other alters 
from time to time so that public policy may shift markedly as it 
develops. 

The political battleground is vital in the struggle over pol¬ 
icy determination. Union groups have traditionally supported can¬ 
didates favorable to labor Interests, while employers have sought 
the election of "conservative" citizens for similar reasons. This 
type of political activity has existed throughout our history. The 
A.P.L. has pursued a policy of supporting for public office nominees 
friendly to its alms and opposing those considered unfriendly. In 
recent years the C.I.O. has been even more aggressive. In the 1936 
election, C.I.O. unions contributed hundreds of thousands of dol¬ 
lars toward the re-election of Franklin D. Roosevelt, partly as a 
gesture of gratitude for his administration's earlier aid to un¬ 
ion organization, and partly in the hope that these contributions 
would Insure the continuance of this attitude. This was a notable 
Instance of use by the unions of a weapon long familiar to employ¬ 
ers. The political contributions of wealthy individuals and cor¬ 
porations have become a standard feature of the American politi¬ 
cal scene, aimed at electing political regimes which would adopt 
a pro-employer labor policy. The C.I.O. has also pushed the de¬ 
velopment of a separate political labor movement. In this it has 
been unlike the A.P.L*, which has always preferred to operate 
within the framework of the two existing major parties. 
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Labor’s Non-Partisan League has been organized as the nation¬ 
al coordinating agency toward this end, while the American Labor 
Party.in New York and similar groups in other localities have nom¬ 
inated and elected candidates and displayed considerable strength. 
When legislatures are in session, lobbyists for each group util¬ 
ize every means possible to influence the course of legislation. 
When labor cases come before the courts, the contestants employ 
the best legal talent available in an effort to secure favorable 
decisions which will not only affect those immediately concerned 
in the particular controversy, but may also serve as a precedent 
for similar cases in the future. In these and other ways the con¬ 
tending groups seek to secure the type of government intervention 
or neutrality that they desire. 

THE SCOPE OF LABOR POLICY 

Almost every action of a governmental unit affects the labor 
market In some way. Thus, free public education tends to Increase 
the supply of skilled, clerical, and professional workers by pro¬ 
viding increased opportunities for acquiring knowledge. But labor 
policy is usually thought of as consisting of those governmental 
measures immediately affecting employers and workers In their re¬ 
lations with each other. Policy affecting labor does not neces¬ 
sarily consist of affirmative actions; the very absence of any 
law or court decision regulating the employment of child labor 
permits such labor to be employed, and so is just as important in 
a negative sense as a statute forbidding employment of children 
would be In a positive sense. 

Labor policy may deal with the technical operation of the 
market In bringing together supply and demand. This aspect of 
govei*nment action was discussed above in our reference to state 
and federal employment agencies, and to the use of the civil ser¬ 
vice system for the recruitment of government empiloyees. The 
larger sphere of public policy, however, concerns itself with 
conditions affecting the magnitude of supply and of demand, and 
determining the relationships entered Into by workers and employ¬ 
ers. Thus we have legislation determining what people may be hired 
as workers, forbidding certain activities for particular types of 
workers, regulating hours, wages, and other working conditions, 
aiding or hindering labor unions and employer associations, and 
in general dealing with every aspect of labor market activities. 

It is with these phases of public policy that we are concerned 
here . 

As will be shown below, the political structure of our nation 
is of tremendous importance in shaping labor policy. The restric- 
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tlon of Congressional action to matters affecting Interstate com¬ 
merce leaves a wide area of jurisdiction to state legislatures, 
so that there are many variations from state to state as regards 
labor-market regulation. This permits states to compete with each 
other In attracting Industry by falling to enact legislation, such 
as may have been passed by other states, that has the effect of 
placing restrictions upon employers. The rise of manufacturing In 
our southeastern states during recent years has been due In part 
to this factor. Further complexities and Inconsistencies result 
from the operation of our hierarchy of state and federal courts 
with different courts often rendering conflicting decisions. Not 
-^tll the United States Supreme Court has passed upon the consti¬ 
tutionality of national legislation, or the State Supreme Courts 
have done likewise with regard to state regulation, is the ques¬ 
tion of the legality of the contested enactment considered set¬ 
tled and a principle which may serve as a precedent established. 
However under the Influence of changed public opinion and of 
shifts in the employer-labor balance of power, even such decisions 

may later be reversed, as the actions of the Supreme Court In re 
cent years have shown. 

We may note that the demand by labor unions for active aov 
ernmental Intervention to regulate the actual conditions of L- 
Ployer-worker relationships Is a relatively recent development, 
he A.P.L., In particular, believed In a policy of "voluntarism" 
and urged Its members to rely on their own economic strength 

lorNor^t^rt:" f improving tLlr 

lot. Not until the depression of the early 1930's had greatlv 

weakened the unions did they change their attitude; they have 
since fought vigorously for governmental aid In establishing at 
least minimal standards below which working conditions may not 
fall. Union strength Is relied upon to force the granting of con¬ 
ditions above the minima fixed by law. But this does not mean 
that the A.P.L. and other union groups did not seek to win some 
objectives through political action. Much of the agitation against 
vmrestrlcted immigration Into this country came from labor organ 
Izatlons. These sought to stem the tide of cheap labor from 
abroad which continued to Increase the supply of workers and to 
depress working conditions until the time of the World War. 

POLICY TOWARD THE SUPPLY OF LABOR 

Almost from the founding of our nation, the government has 
^reued a line of policy toward the supply of labor, which has 
evolved and changed with the transformations in our economic life. 
We have already noted Hamilton's recommendation In his Report on 
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Manufactures that women and children be employed In order to aug¬ 
ment the available industrial working force. The line of action 
Indicated in that famous document has been followed throughout 
most of our history. The eagerness with which this country greeted 
the millions of immigrants who came to its shores during the nine¬ 
teenth century was but one aspect of this policy designed to in¬ 
crease the available labor supply, although this was partially 
counteracted by the free-land policy of the Homestead Act which 
gave the immigrant, as well as the native born citizen, the op¬ 
portunity to acquire virgin land in the West, rather than enter 
the factories and workshops of the East. 

Limitations on child labor . It was early realized that it 
was most shortsighted, from the viewpoint of the future welfare 
of the community, to permit young children to work long hours 
under unhealthy conditions. Before the Civil War eight states had 
passed laws discouraging the employment of children under the 
ages of ten or twelve, but these were not very effective. By 1900, 
however, more than half the states had such legislation and had 
taken steps to secure its enforcement through the requirement of 
work certificates for employed minors. Most of these laws forbade 
the employment of children xmder twelve, and limited the working 
hours of those under sixteen. Employment of minors was restricted 
In dangerous occupations, but in other types of work, it was per¬ 
mitted almost without restraint. In the years since 1900, state 
child-labor legislation has become progressively more stringent 
and better enforced. Almost every state has set fourteen years as 
the minimum age for employment In a factory, while several set 
the limit at sixteen. Today agriculture remains the most Important 
single field in which children are employed, since It is exempt 
from almost every child-labor prohibition. The employment of mi¬ 
nors is particularly prevalent in the cotton areas of the South, 
and on fruit and vegetable farms of both the Atlantic and Pacific 
Coasts. In 1930 more than 650,000 children between ten and fifteen 
years of age were employed, about seventy per cent of these in 
agricultural work. The "street trades" such as newspaper distribu¬ 
tion or telegram delivery also have enjoyed freedom from these 
limitations. 

The difficulty of securing uniform state practice on the sub¬ 
ject of child labor has resulted in a long-continued agltaticn for 
federal action on this matter. This movement has been inspired 
partly by humanitarian motives, and partly by the desire of unions 
to decrease the labor supply and eliminate the competition given 
adult workers by children who were usually satisfied by lower 
wages. In 1916 and in 1918 Congress passed acts forbidding and 
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restricting the employment of children under fourteen; both were 
declared unconstitutional by the Supreme Court, ever though the 
first law was based upon power of Congress to regulate interstate 
commerce, and the second on the taxing power. As a result Con¬ 
gress in 1984 proposed a Constitutional amendment giving It the 
power to regulate or prohibit the employment of persons under 
eighteen. By 1941, this amendment had been approved by only about 
thirty of the necessary thirty-six states. In the Pair Labor 
Standards Act of 1938 (also known as the Wages and Hours Act) 
Congress once more prohibited the interstate shipment of goods 
produced In establishments employing children under sixteen. This 
ban has since been upheld by the Supreme Court, which thus re¬ 
versed its earlier ruling In the case of Hammer v. Dagenhart ' 
Where he same prohibition had been declared uncTnstlLtlonL. 
Agriculture was again exempted, but another piece of federal legls 

latlon, the Sugar Act of 1937, restricts the employment of chil 
dren in beet fields by farmers anoivlnt, ^ nt oi cbll- 

payments. applying for government benefit 

0^ poli^ affectl^ supp^. Many states completely bar 
the employment of women in certain Industries, partloularlv min 
ing, while their employment Is discouraged In other states by 
laws limiting the hours of work for females. The Increment to tw 
labor supply resulting from Immigration has alm^s hL ^InL' 

he early 1980.s because of the ,uota restrictions on t^nu^b^r 
Of aliens from each foreign country who may enter the Uniter 
tates annually. In addition, government farm relief In recent 
years has probably had the effect of decreasing somewhat the num- 

ber of young people moving from farms to cities, thus reducing 
the supply from this source# ^ 

During the recession and depression stages of business 
alnce 1930, government policy toward relief and unemployment Ls^" 
assumed an Important role In the operation of the economic system 
ts effects will be discussed at greater length in a later sec 
tlon, but we may point out here that these measures tend to in 
crease the minimum wage rate demanded by the worker before ac 
opting employment. Formerly, periods of depression brought wide¬ 
spread unemployment and suffering as Incomes decreased or van 
Ished. Today relief and unemployment insurance provide at least 
some Incomes for Individuals without private employment, and de- 
rease the pressure of their competition against those who still 
W Jobs. This makes It easier for the latter to maintain their 
P e-depresslon wages and working conditions, but may Impede or 

sl^r necessary for recovery from an economic 
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Public policy toward demand for labor need not be discussed 
here. Every act of government which aids or hampers the opport\mi“ 
ties of business enterprises to make profits affects the amount 
and character of the labor they will employ. In a sense, there¬ 
fore, every section of this study deals with the demand for labor 
and the effect of public policy upon it, so that a detailed dis¬ 
cussion here is superfluous. 

MINIMUM-WAGE LAWS 

In the opening discussion of this section, it was pointed 
out that freedom of contract was a central feature of the ideal 
labor market. Both workers and employers were there regarded as 
competent to reach agreements which would best serve the inter¬ 
ests of each, and hence benefit the community in general. But In 
practice the superior economic strength of employers has frequent¬ 
ly enabled them to compel workers to labor under dangerous, im- 
sanitary, or unpleasant conditions for wages totally inadequate 
to provide any semblance of corifort, or even of decency. Workers 
generally have sought to correct this inequality by collective 
bargaining through labor organizations. By making certain working 
conditions Illegal, the state has put serious limitations on free¬ 
dom of contract, usually in order to prevent exploitation or in¬ 
jury to workers. Government restrictions narrow the range within 
which workers and employers may argue concerning the specific pro¬ 
visions of labor contracts, although the relative economic 
strength of the two sides determines the point at which, within 
the permissible range, the agreement shall be reached. Since em¬ 
ployers are frequently more powerful than their workers, in terms 
of bargaining strength, it often occurs that the minimum condi¬ 
tions permitted by law become prevalent. Thus if minimum wages 
are fixed at thirty cents an hour, there are many occupations in 
which this amount tends to become the fixed wage. Workers occa¬ 
sionally have complained that government regulations of this type 
have done more harm than good to labor interests. Workers receiv¬ 
ing less than the minimum wage may have their pay increased, but 
those receiving more sometimes find their wage scale lowered to 
the statutory level. 

It is only within the last three decades that public policy 
has seen fit to Intervene with respect to wages. For most of our 
history, the determination of wage rates has been left to the un¬ 
regulated bargaining of workers and employers, with the result 
that weak labor groups have been forced to accept extremely low 
pay and Income levels. Although the repercussions on their health 
and morals were detrimental to the interest of the community, the 
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situation was not, until fairly recently, made an object of pub¬ 
lic policy. Ignoring it was consistent with the traditional prin¬ 
ciple of lalssez faire . 

Kinimum-wage legislation has been, in this country, the most 
popular approach to the problem. Before 1933 these laws applied 
only to women and children. Massachusetts pioneered with such an 
act in 1912 and was followed by fourteen states, the District of 
Columbia, and Puerto Rico within the next decade. Agriculture and 
domestic service were usually exempted from these laws, while ef¬ 
fective enforcement often did not occur even in the industries 
covered. In the famous Adkins v. Children's Hospital case of 1923, 
the Supreme Court invalidated the District of Columbia minimum- 
wage act for women workers on the ground that it violated the 
Fifth Amendment to the Constitution which denies to the federal 
government the right to deprive persons of their liberty or prop¬ 
erty without due process of law. This decision did not apply to 
the state laws, but in 1925 and in 1927 two of these were also 
declared Illegal under the due process clause of the Fourteenth 
Amendment. These decisions were a severe setback to efforts in this 
direction, and in most states such laws either were repealed or 
became ineffective. 

After 1929 the mlnimxun -wage movement was revived in many 
states to soften the effect of the depression on the wage rates 
paid to women workers. New laws were passed in several states in 
s revised form designed to meet the earlier Supreme Court objec¬ 
tions, One of these was invalidated by the Court in 1936. The 
next year, however, when the Court's membership had changed some- 
what, it ruled in the case of West Coast Hotel Co. v. Parrish 
that even the original type of minimum-wage law was a legal exer¬ 
cise of the state's police power. This change in the Court's at¬ 
titude promptly encouraged many other states to revive their old 
^nimum-wage laws or pass new ones. Today more than half the 
states have passed such legislation. In line with the Supreme 
Court decision, most of these use the cost of living as a basic 

factor in determining the minimum wage. 

Federal action along those lines began with the NIRA and 
applied to men, women, and children. Minimum wages were provided 
for by the varloue codes, and hence differed from Industry to in¬ 
dustry, and also - depending on particular circumstances - within 
industries. Southern onterprisee, in particular, pressed for, and 
frequently obtained, lower wage minima than concerns located in 
other areas. Wage differentials fixing lower pay to women, chil¬ 
dren, and apprentices were also common In those codes. Where xm- 
lon Influence was strong, theHIRAwage provisions frequently bene- 



140 


LABOR AND THE MARKET 


fited weak economic groups substantially. But these codes died 
with the invalidation of the NIRA in 1935. 

The Walsh-Healey Act required that all government contractors 
supplying more than $10,000 worth of goods must pay minimum wages 
fixed by the Secretary of Labor. These minima must not be less 
than the prevailing wages for each kind of work in the neighbor¬ 
hood of the contractor’s operations. Firms unwilling or unable to 
meet these requirements are usually excluded from bidding for gov¬ 
ernment contracts, a situation calling forth vigorous protests 
from many business men. But the doctrine of the prevailing wage 
has been a central element of government labor policy under the 
Roosevelt administration, particularly in the setting of wages 
for relief work under the WPA and similar agencies. In this way, 
work done for the government, directly or Indirectly, is prevent¬ 
ed from exerting a downward pressure on wages in different parts 
of the country. 

In particular areas of economic activity such as railroad 
operation, bituminous coal mining, the merchant marine, and sugar 
beet cultivation, the federal government has intervened for sev¬ 
eral years in the question of wages, in some cases directly fix¬ 
ing lower limits, in others providing agencies to settle wage 
disputes. Intervention on a broad scale, however, did not come 
until the Pair Labor Standards Act of 1938 which applies to en¬ 
terprises engaged in interstate commerce, except those connected 
with agriculture, fishing, and certain types of selling and ser¬ 
vice. The statutory minimum wage fixed for all workers during 
1938-39 was twenty-five cents an hour. It was then raised auto¬ 
matically to thirty cents, at which level it will remain until 
1945 when the legal minimum will become forty cents. This gradual 
introduction of a national minimum is designed to ease the adjust¬ 
ments necessary in low-pay industries. Before 1945, however, the 
Administrator of the Wages and Hours Act may set a minimum higher 
than thirty cents - but not higher than forty cents - in indus¬ 
tries where this is recommended by a committee representing equal¬ 
ly the employers, the workers, and the public. This action already 
has been taken in a considerable number of industries, including 
those producing pulp and paper, shoes, textiles, and garments. 

' National minimum wage legislation tends to be much more ef¬ 
fective than state regulation because the latter often induces 
migration of industry from states enforcing such legislation to 
states where workers receive no minimum wage guarantee. Federal 
legislation tends to create national uniformity of wages, at least 
among the poorly paid workers, and thus hinders competition based 
upon very low living standards. Its opponents have argued that 
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such measures tend to reduce the aggregate volume of employment 
and have pointed to the widely publicized suspension of some bus¬ 
iness enterprises when the Fair Laboy Standards Act went into ef¬ 
fect. It is doubtful, however, whether such loss of employment 
has been significant, and it is extremely questionable whether it 
is sound social policy to permit employers to operate in ways 
that may result in permanent injury to the health of workers and 
their children. 

When minimum wages are fixed, they may have a tendency to 
encourage substitution of machines for labor, thus depriving work 
ers of employment, but here again the issue is the same as that 
indicated above. In industries engaging in international trade 
minimum wages may raise costs to a level which prevents competi¬ 
tion with other exporting countries, but in the present state of 
world affairs, this does not seem to be an immediate considera¬ 
tion. 


LAWS AFI-IZCTING WORKING HOURS 

The regulation of working hours has been justified on grounds 
that Include - among others - health, religion, and physical ef¬ 
ficiency among others. In recent years, a federal thirty-hour- 
week law has been sought in order to spread employment and allevi¬ 
ate distress due to depression. 

This type of state intervention is much older than action 
with regard to wages, but as in the latter case it was the states 
which first took the initiative, and women and children who - un¬ 
til recently - were the only ones to receive protection. Massa¬ 
chusetts was first to limit children's dally working hours in 
1842, while New Hampshire set a ten-hour day for women in 1847, 
Other states followed their lead, but progress was slow because 
of the strong Influence of lalssez faire ways of thinking. But 
increasing evidence of the harmful effects of long working days 
upon women and children (and also men, although this did not re¬ 
ceive legislative recognition until much later) succeeded In over¬ 
coming these legal and philosophical scruples. And as time went 
on, the legal number of hours was decreased from ten to eight, 
while the number of industries covered increased and the laws be¬ 
came mandatory so that workers could not "voluntarily" agree to 
work for longer periods. In Muller Oregon, in 1908, Supreme 
Court sanction was given these laws on the ground that they were 
an exercise of the states ' police powers to protect the health 
and morals of their citizens. Today almost all states have such 
laws for WOTien and children, frequently limiting the working day 
to eight hours and the full-time work week to forty-eight hours 
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or less. But here again agriculture and domestic service, as well 
as some minor Industries such as canning, are exempted. 

Late in the nineteenth c^entury a movement began to limit 
hours of work in certain types of occupations dangerous to health 
or limb, particularly in mining. In other industries, limitations 
on hours were few, partly because of an adverse decision by the 
Supreme Court in Lochner_^. New York where a law limiting bakers' 
hours to ten per day was ruled unconstitutional. In 1917, the 
Court showed Itself more favorably disposed toward such legisla¬ 
tion by its decision in Bunting v. Oregon where a similar law reg¬ 
ulating hours in manufacturing was upheld, but states have been 
relatively slow to adopt legislation protecting men along these 
lines. 

Federal action in this direction began as an aspect of rail¬ 
road regulation, and was applied to railroad workers in the in¬ 
terests of passenger safety. The NRA codes included maximum-hour 
provisions, varying as did wages, among different industries, 
areas, and sexes. The Fair Labor Standards Act instituted a maxi¬ 
mum full time work week of forty-four hours, later reduced to 
forty. Employees covered by the act may work more than this if 
they are paid overtime at a rate not less than one and one-half 
times their usual hourly wage. Employment at the regular wage for 
more than forty hours is permitted under some circumstances, such 
as in seasonal industries. As with all other provisions of the 
Act, agricultural workers are not protected, nor are those em¬ 
ployed in establishments engaged only in intrastate activities. 

These restrictions on working hours have been attacked vigor¬ 
ously in recent months on the ground that they hamper production 
for national defense, especially in the case of skilled workers 
of whom there looms a possible shortage. Friends of the Wages and 
Hours Act assert that if an actual shortage of workers exists, 
longer hours can be worked provided overtime rates are paid. They 
point to the substantial profits being garnered by armaments 
firms on government contracts as proof that these are able to af¬ 
ford the higher overtime wage. Future developments as regards this 
issue will probably be determined by the course of International 
affairs. 


REGULATION OF WORKING CONDITIONS 

A worker engaged at his task is liable to injury through ac¬ 
cident or negligence no matter what his occupation. But the risk 
of such hurt is less in the case of an office clerk than in that 
of a coal miner. It seems obvious that intelligent public policy 
should be directed toward preventing injuries as far as possible 
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by reducing the hazards of work, particularly in the more danger¬ 
ous occupations. In the course of time, the conviction has grown 
that workers injured during the performance of their jobs de¬ 
served financial compensation of some sort. Today, such compensa¬ 
tion not only aids the one who has suffered because of accident 
or negligence; by Imposing a financial burden upon the employer, 
the mere existence of workmen's-compensation laws makes him more 
eager to prevent injuries and limit the dangers to his work force. 
Similar considerations prevail with regard to state Intervention 
in industries whose workers may contract diseases because of un¬ 
sanitary and unhealthful working conditions. 

^ field of state action, Massachusetts passed a law In 
1877 providing for safety coverings on moving machinery. This ex¬ 
ample was soon followed by other states, with the laws being 
roa ened to require safeguards against fire, proper ventilation, 
and protection against dangerous substances - such as phosphorus - 
uaed in manufacturing processes. Mines, railroads, and ships are 
mong the workplaces with special hazards covered by appropriate 
gulations. The Seamen's Act of 1915 Is particularly noteworthy 
or its contribution toward raising the standards of working con- 
ions at sea, many of which have often been quite undesirable 
rom the viewpoint of maintaining the health of the working force, 
e modern version of the old domestic system, known today as in¬ 
dustrial homework, has also received extensive legislative atten- 
on designed to assure that conditions of work are safe and sanl- 
Most states require employers of such home workers to be 
Icensed, while the workers themselves must procure certificates 
permitting them to engage in such activity. Many states have at- 
empted to discourage this kind of work altogether by levying 
high fees for employer licenses. 

Since Injuries and occupational diseases cannot be entirely 
prevented, the problem of compensation for Injured or sick work¬ 
ers arises. During the years before 1900, the cost of industrial 
accidents or other mishaps was usually borne by the unfortunate 
worker who had been hurt. Appeals to the courts for compensation 
were successful only If the injured person could prove beyond the 
shadow of a doubt that hla misfortune had been caused by the neg¬ 
ligence of his employer. The latter frequently escaped liability 
ftfid won such cases by using one of three famous common-law argu¬ 
ments: ( 1 ) that the accident had been caused by the negligence of 
the Injured person; (2) that it had been caused by negligence on 
the part of a fellow worker; or (3) that the employee did not de¬ 
serve any compensation since he had known of the risks Involved 
and had assumed them voluntarily when accepting the position. . 
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To remedy this situation and place the cost Involved on em¬ 
ployers of labor. New York in 1910, and later almost every other 
state, passed Workmen’s Compensation Acts. These provide for com¬ 
pulsory insurance against occupational injuries, thus levying the 
cost on employers while assuring that injured workers receive med¬ 
ical treatment and financial aid. In recent years the trend has 
been toward broadening the scope of these laws, including a great¬ 
er variety of occupations, requiring insurance against occupation¬ 
al diseases as well as physical injuries, and eliminating exemp¬ 
tions granted to employers having but a few employees. Agricultur¬ 
al employers are exempted in most states but there are a few in 
which even farm workers are protected. This is most unusual as 
our survey of other protective legislation has indicated. Prob¬ 
ably the most important effect of these workmen’s compensation 
laws is the incentive they offer to employers to promote the wel¬ 
fare of their workers by such means as installing proper safety 
equipment, and providing health examinations so that occupational 
diseases may be detected early in its course. 

UNION ORGANIZATION AND PUBLIC POLICY 

Early opposition to union activity. Many of the legal prob¬ 
lems faced by labor xmlons have had their origin in two doctrines, 
those of conspiracy and restraint of trade. Both of these are of 
common-law origin and have profoundly affected judicial decisions 
and legislative enactments in the field of labor organization, al¬ 
though they were originally developed to meet problems arising in 
other spheres. The conspiracy doctrine asserts that a group of in¬ 
dividuals organized for common action has potentialities for 
wrong doing that an individual alone does not have. If people com¬ 
bine for an illegal end a conspiracy exists, and the very act of 
joining together becomes Illegal and punishable at law even though 
nothing is ever done to accomplish that end. Furthermore, every 
act undertaken to advance this illegal objective is also illegal, 
although the act in itself may be within the law. The same liabil¬ 
ity at law exists when Illegal methods are used to further legal 
objectives. Under common law any agreement to hinder the flow of 
trade was unenforceable. Any combination to enforce such an agree¬ 
ment was Illegal and hence a conspiracy. This was the essence of 

the restraint of trade doctrine. 

The pertinency of these doctrines as weapons for restricting 
labor-union activity was apparent to the courts in the period 
1790-1840. If a group of workers organized a union to strike for 
better conditions, they were engaged in restraint of trade. Hence 
their union was an illegal combination, a conspiracy even if its 
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only objective was to benefit the •union members and not to harm 
some one else. Many early conspiracy cases were decided against 
unions on such grounds, hindering the development of labor organ¬ 
ization. Not until 1842 was Judicial opposition to worker union¬ 
ism shattered. In the case of Commonwealth v. Hunt, the Massa¬ 
chusetts Supreme Court declared a union strike to maintain a 
closed shop was a legal combination since the Intent was to bene¬ 
fit the workers. This sharply contradicted many previous deci¬ 
sions, such as that of the New York Court of Appeals that any com¬ 
bination to raise wages was illegal _p^ se. Certainly if a com¬ 
bination for a closed shop is legal, then so is a combination 
aimed at less questionable objectives such as Increasing wages 
^d lowering hours. The importance of this decision lies in the 
fact that It has been adopted as a precedent by most courts thus 
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various unions, particularly those of the carpenters' organiza¬ 
tion, on the ground that these restrained interstate commerce and 
hence were illegal under the Sherman Act. The Supreme Court, how¬ 
ever, refused to support this attitude. 

aid to employer tactics . One of the most effective 
weapons employed against union activity in the past has been the 
labor Injunction. This is a court order prohibiting unions and 
their members from engaging in certain practices which are either 
illegal or in furtherance of Illegal objectives. Boycotts, picket¬ 
ing, strikes, organizing workers, and other union activities have 
been prohibited by such orders, while in extreme cases injunctions 
have even prohibited any person from informing any other person 
that a strike exists at a given establishment. Violations of an 
Injunction, since they constitute contempt of court, are punish¬ 
able by prison terms or fines. Before the passage of recent leg¬ 
islation, such orders were usually issued on the ground that the 
employer's property or other interests would be damaged unless he 
were protected against union action. Union grievances against the 
injunction have been based on the widespread use of this weapon 
to defeat strikes, together with the summary manner in which court 
orders often were issued, many of them becoming effective without 
the iinlon involved having had an opportunity to state its case. 

"Yellow-dog" contracts binding workers not to join unions as 
a condition of their employment were frequently upheld by the 
courts in the early part of this century. In 1917 the Supreme 
Court declared in the Hltchman case that an attempt to organize 
workers who had made such agreements was appropriate ground for 
issuing an injunction. Even earlier, in the Adair and Coppage 
cases, it had declared unconstitutional state laws prohibiting 
such contracts. 

Legal aids to union activities . As the political powar of 
the labor movement Increased in recent decades, it became ever 
more successful in securing legislation to meet its needs, and in 
particular to reverse court decisions harmful to tmions and their 
activities. Most of the pro-union legislation on the statute books 
today has been adopted since 1930, although labor had secured some 
legislative action in its behalf before that time. We have already 
referred to the Clayton Act's attempt to exclude unions from the 
provisions of the Sherman Act. The same statute also contained a 
clause forbidding the granting of Injunctions by United States 
courts "unless necessary to prevent irreparable injury to property 
or to a property right," but there again the power to decide what 
constituted an irreparable injury left the courts still in posses¬ 
sion of much of their old power. 
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In 1932, however, the Norrls-LaGuardla Act put a stumbling 
block in the path of efforts to use federal injunctions as means 
of breaking strikes or other union activities. On the premise that 
"the Individual vmorganized worker is commonly helpless to exer¬ 
cise actual liberty of contract and to protect his freedom of la¬ 
bor, and thereby to obtain acceptable terms and conditions of em- 
ploTment," it made much more rigid than ever before the conditions 
which employers have to meet in order to secure a federal injunc¬ 
tion. The courts were now compelled to consider the results of an 
njunction on the union affected and to determine whether this 
order might not Infllot greater harm on the nnlon than the loss 
which would be suffered by the employer if he were denied the in- 
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to investigate controversies arising under 7a and, if requested, 
to arrange for mediation and arbitration of particular disputes. 
This board was made responsible for deciding whether or not cer¬ 
tain acts by employers were violations of Section 7a and it made 
some important decisions which became precedents for later action. 
But this board, too, had little power to punish violators of the 
labor sections of the NIRA, and when the Recovery Act was invali¬ 
dated by the Supreme Court in 1935, it disappeared. But the pre¬ 
cedent of a public policy favorable to union organization and col¬ 
lective bargaining had been laid down. 

The Wagner Act asserts that it Is intelligent public policy 
to encourage workers to organize independent unions of their own 
choosing. The act itself is devoted to ways and means of effectu¬ 
ating this policy by providing an elaborate mechanism to assure 
the extension of collective bargaining. Its proponents argued its 
justification on the ground that it would aid in the maintenance 
of industrial peace. 

A National Labor Relations Board of three members was set up 
to administer and enforce the Act. This Board determines which 
workers shall be considered a unit for collective bargaining pur¬ 
poses, and then decides, usually by holding an employee election, 
which union is supported by a majority of the workers in this bar¬ 
gaining unit. This union Is then designated as the sole representa¬ 
tive of all employees in this unit, and the employer Involved must 
bargain with this organization. Certain labor practices by employ¬ 
ers are defined as unfair by the act and complaints regarding 
these are filed with the Board. In such a case, the Board holds 
hearings and may issue "cease and desist" orders if it finds the 
accused employer guilty. These orders are enforceable through ap¬ 
peal to the federal circuit courts which may issue Injimctions 
prohibiting the practices if they decide that the Board’s findings 
are supported by the evidence. In general the act asserts that 
"it shall be an unfair labor practice for an employer to interfere 
with, restrain,or coerce employees in the exercise of the rights" 
of union organization and collective bargaining. More specifical¬ 
ly, employers are forbidden to establish or support a company un¬ 
ion, to encourage or discourage membership in any union by dis¬ 
criminating in the hiring of workers, to discharge workers who 
complain to the NLRB, or to refuse to bargain collectively with 
the tmion certified by the Board as representing a majority of em¬ 
ployees in a given bargaining unit. In applying the law, the NLRB 
has also declared espionage and other anti-union tactics to be vi¬ 
olations of the law. 

The operation of this Act has had Important effects. It has 
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encouraged union growth tremendously, and much of the recent ex¬ 
pansion of labor organization in this country has been due to the 
aid given by this instrument of New-Deal labor policy. Since the 
Act was passed, the number of strikes called for organizational 
purposes has been substantially reduced, indicating some success 
in furthering the goal of industrial peace. Employer opposition 
first took the form of refusal to obey the Act on the ground that 
it was unconstitutional. This obstacle was removed when the Su¬ 
preme Court ruled the Act valid and entirely within the powers of 
Congress. Many employers have continued their opposition by appeal¬ 
ing against the decisions of the Board up to the Supreme Court, 
but in the overwhelming majority of cases the Court has ruled in 
favor of the NLRB. 

Perhaps no single difficulty has plagued the Board so much 
as the dispute between the A.F.L. and the C.I.O. In case after 
case, these two union groups have appeared as rivals, each asking 
that the Board certify one of its unions as the bargaining agent 
for a group of workers. The Board is then placed in the unenvia¬ 
ble position of having to decide which is the legal unit for col¬ 
lective-bargaining purposes. The problem is complicated by the 
history of worker-employer relations in each industry, by the na¬ 
ture of the work being done, and by other factors which differ 
from case to case. Frequently one union will have a majority among 
the skilled craftsmen working in a certain plant, but a rival un¬ 
ion will claim a majority among all the workers of that plant. The 
first union will press to have the members of the particular craft 
declared the appropriate bargaining unit; the second will seek to 
have the entire body of workers in the factory chosen as the unit. 

In deciding such cases, the Board has, at different times, 
incurred the enmity of both the C.I.O. and the A.F.L. Each has de¬ 
clared the NLRB to be biased and unfair when decisions have gone 
against it. Disputes have also arisen with regard to unfair labor 
practices. In a number of cases, the Board has Invalidated con¬ 
tracts entered into between employers and A.F.L. unions on the 
ground that the employers had Illegally aided and encouraged the 
A.F.L. group, usually in order to defeat a C.I.O. organizational 
attempt. In retaliation the Federation has sponsored several amend¬ 
ments to the Wagner Act which would limit the Board's discretion 
quite drastically. Without the C.1.0.-A.F.L. conflict plaguing it, 
there is no doubt that the execution of its duties by the Board 
would become much simpler. 

That the Act has been of enormous benefit to American labor 
unions is admitted on all sides, but whether it will remain un¬ 
changed In the face of determined opposition from many different 
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sources is questionable. Whatever the future course of public pol¬ 
icy, the National Labor Relations Act must be marked down as one 

of the most significant pieces of legislation ever enacted by 
Congress. 

Since the Wagner Act applies only to workers in enterprises 
engaged in interstate commerce, with the exception of agricultural 
laborers, domestic servants, railroad workers (who have their own 
machinery for collective bargaining in the National Labor Act), 
and some minor groups, several states have passed "Little Wagner 
Acts" applying much the same public policy toward enterprises 
whose dealings are Intrastate. These have not had the stormy path 
of the national act, but their operation too has been impeded by 
employer opposition and the A.P.L.-C.1.0, conflict. 

THE SETFLEMENT OF LABOR DISPUTES 

At all times the public has a decided Interest In labor dis¬ 
putes. If these take the form of strikes they restrict production 
and may result in extensive violence. Strikes frequently affect 
not only those directly involved, but many others who use the 
commodities manufactured by the enterprise involved, or who sup¬ 
ply the materials for that production. A public policy toward 
strikes must obviously be aimed at reducing their occurence and 
cost, and it is in such terms that the justification for the 
Wagner Act is phrased. Once a strike has broken out, however, the 
problem becomes one of restoring peace and healing the animosi¬ 
ties which have been aroused. For this purpose government inter¬ 
vention has often been employed. 

Government intervention to mediate and arbitrate strikes has 
its longest history in the railroad industry, where such action 
was begun under the Erdman Act of 1898, and has since been con¬ 
tinued in different forms under various other acts. The present 
Railway Labor Act, which became law in 1926, guarantees the right 
of collective bargaining to railway workers and forbids the es¬ 
tablishment 'of company unions in the railroad industry. Amend¬ 
ments passed in 1934 provide for a National Railroad Adjustment 
Board which seeks to settle controversies over the interpretation 
of existing provisions regarding wages, hours, and working condi¬ 
tions, while the National Mediation Board deals with proposals to 
change existing contract terms. The latter seeks to mediate or 
arbitrate any such disputes, and, if a strike threatens, it noti¬ 
fies the President who may create an emergency committee to in¬ 
vestigate and report on the situation. 

A notable feature of this arrangement is the requirement of a 
thirty day "cooling-off period" before either side may take action 
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to change any feature of existing labor conditions. If a union of 
railroad workers desires a higher wage scale, and intends to 
strike in order to obtain the pay increase, it must anno\ince its 
wishes and cannot strike until at least thirty days have passed. 
I>urlng this period every effort is made to reach an understanding 
between the two sides. Similarly no railroad company may cut wa¬ 
ges or otherwise alter labor conditions without giving thirty 
days previous notice. The objective of the entire arrangement is 
to make it most unlikely that any strike or other interruption of 
railroad service will take place. This is accomplished by offering 


many opportunities for reconciliation of divergent points of view, 
and, if need be, for application of pressure by the President of 
the United States. If it is unsuccessful In this effort, it en¬ 
deavors to persuade the contending parties to accept arbitration. 
This system appears to have worked well, for labor strife has been 
&t a minimum in the railroad Industry for more than a decade. In 
1936, a similar Maritime Labor Board was created to mediate dis¬ 


putes between seamen and their employers. 

In 1913, when the Department of Labor was created, there was 
incorporated within it the present United States Conciliation Ser¬ 
vice which sends mediators to any section of the country where 
strikes or threats of strikes appear. These federal agents have 
achieved some success in preventing or ending employer-worker con¬ 
flicts. They played important roles in settling many of the im¬ 
portant strikes in defense plants during the early part of 1941. 
During 1940, these conciliators intervened in almost two thousand 
'liaputes and helped settle ninety-five per cent of them. Supple¬ 
menting these efforts in 1941 were ten states which maintained 
their own mediation machinery. 

I>urlng the World War, the federal government set up the Na¬ 
tional War Labor Board to settle labor disputes in war indus¬ 
tries through mediation and arbitration. Without much specific 
statutory authority to back up its efforts, the Board succeede 
in preventing many major strikes which would have seriously im¬ 
periled America's war effort. Separate mediation boards were 
tabllshed in a few particularly important industries such as sh p- 

t>ulldlng. 
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152 


LABOR AND THE MARKET 


persuade the contending factions to reach an agreement. During 
the first few months of its existence, this Board achieved sever¬ 
al notable settlements, particularly in the Allis-Chalmers strike 
which had impeded defense production for more than two months. 

The success of the National Defense Mediation Board where the Con¬ 
ciliation Service failed is generally attributed to the prestige 
of those making up the Board. Among its members intervening in 
ar.y particular strike are always distinguished leaders among both 
employers and workers as well as outstanding citizens having no 
direct connection with either side, but representing the public 
interest. Their inquiries and suggestions carry even more weight 
than do those of a competent government conciliation expert. Sup¬ 
plementing the efforts of the National Defense Mediation Board is 
a section of the Office of Production Management which has inter¬ 
vened with good effect in several important strikes. 

In the Spring of 1941, important groups clamored for legis¬ 
lation prohibiting or seriously hindering strikes, particularly 
in defense industries. Michigan - followed by several other states 
- required that unions give notice, usually about thirty days be¬ 
forehand, of their Intention to call a strike in any plant working 
on defense orders. Congress had before it the Vinson Bill which 
would require a similar "cooling-off” period for all defense 
strikes throughout the nation, as well as "freeze" all existing 
closed-shop and open-shop situations. Unions of all types fought 
such legislation bitterly, fearing that it was but the first step 
on the road toward complete prohibition of strikes. And Indeed 
many Congressmen urged that such a step be taken in order to pre¬ 
vent production delays in rearming for defense. The unions argued 
that labor could be trusted to serve the best interests of democ¬ 
racy voluntarily, and leaders of both the A.P.L* and the C.I.O. 
cautioned their followers against unnecessary strikes which might 
hinder this nation’s output of arras and nrunltlons of all kinds. 

THE PROBLEMS STILL TO BE FACED 

In the Clayton Act of 1914, Congress declared that labor was 
not to be regarded as a commodity. This declaration alone did not 
alter the status of those on the supply side of labor markets, but 
it was indicative of the trend of governmental policy, a trend 
that has become more and more definite during the past decade. 

Government no longer attempts to maintain its traditional 
role of a neutral referee between the contending forces of work¬ 
ers and employers. More and more it has intervened on the side of 
the workers, limiting the employers’ field of action while simul¬ 
taneously extending the powers of workers and their unions. Even 
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in the earliest days of our nation’s history, labor markets were 
not pure commodity exchanges in which the forces of demand and 
supply worked themselves out automatically. Today the commodity 
characteristics of labor power are less conspicuous than they 
have ever been before, for the social forces represented by legal 
enactments and union activity play more nearly a controlling role 
in determining the volume of employment and the conditions under 
which those employed shall be productively utilized. 

Of course this erasure of workers' bargaining inferiority 
has not progressed equally in all fields. Agricultural laborers 
and domestic servants, in particular, still suffer almost all the 
handicaps from which other workers have been very largely released, 
and enjoy almost none of the protection afforded by legislation 
regarding hours, wages, working conditions, and the right of un¬ 
ion organization. 

As this is written, the future of labor's newly-won gains is 
uncertain. Not only must domestic opposition be faced, but the 
conflict between democracy and totalitarianism threatens the very 
existence of the free-market society in which workers have been 
able to Improve their status. In Europe workers have been enslaved 
and their independent organizations destroyed. If they are to avoid 
a similar fate, the workers in our factories, mines, and fields 
must meet the demand for continued and Increasing production. 
American labor today faces a serious problem: if workers strike 
to achieve further gains or to realize promised rights, they halt 
the production essential to defeat the military forces of totali¬ 
tarianism. If they remain acquiescent, they permit powerful eco¬ 
nomic Interests to flout public policy under devious legal sub¬ 
terfuges, and may be denied their share of the economic gains 
arising at least in the early stages of defensive activity. The 
decisions that will be made cannot be predicted, but upon them will 
depend not only the future of labor's welfare, but also the con¬ 
tinued existence of a free United States, the latter threatened 
not only by the menace of foreign despotism, but also by those in 
this co\aitry who would fight dictatorship abroad by establishing 
it here. 

Another problem of no less gravity confronts all who are con¬ 
cerned with public policy, every member of the community. 

The argument that has been presented in this section has rested 
on the contemporary necessity of means by which workers are en¬ 
abled to bargain collectively. It Is not offered as an apology 
for activities by particular labor groups which may run counter 
to the larger public interest In enhancing production through ap¬ 
proaching, as nearly as possible the goal of full employment of 
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labor and of material productive resources. It is clear that some 
labor unions have used their power, not only to present a strong¬ 
er bargaining front to their employers, but also to restrict the 
supply of labor in particular crafts and particular industries. 

To the extent that this occurs, public policy, in dealing with a 
problem in one area, has been confronted by a new - or an intensi¬ 
fied - problem in another. 


Section X. CONSUMERS AND THE MARKET 

INTRODUCTION 


How people fare as consuners is a result of several condi¬ 
tions, of which the principal are: (1) the amounts of their money 
incomesj (2) the prices they must pay for the goods and services 
they buy; (3) their ability to use effectively the resources 
available to them as consumers, in the sense both of the wisdom 
with which they apportion their expenditures among the various 
things,that they buy, and their success in getting the best quali¬ 
ties of goods and services in return for what they spend. 

This statement of determining conditions leaves out of ac¬ 
count a factor which, in earlier times in this country, would have 
been of great Importance; that is, the extent to which individuals 
and families are able to provide directly the goods and services 
that they consume. The factor is left out of consideration here, 
not because people no longer provide directly any of the things 
they consume, but because the extent to which this is done is so 
small as to have little determining effect on how people fare as 
consumers except, in some cases, at the subsistence level of con¬ 
sumption. For all of these reasons our principal concern here is 
with how consumers fare in the market. The market dealings that 
individual consumers ordinarily have are not with other individu¬ 
als as such, but are with business enterprises. 

It frequently has been said, with regard to large industrial 
concerns, that they create goods in one department and create a 
market for the goods in another department. This condition has 
been brought about chiefly by modern methods of production and 
the attendant necessity for selling the large quantities of goods 
that must be produced by these methods. The new techniques of in¬ 
dustry have been adopted for the simple reason that they promise 
to reduce costs of production. The business problems to which the 
new techniques give rise are not so simple. In the first place, it 
is clear that unit cT)sts will be reduced only if the machines and 
methods are kept busy. It generally is true that the new tech¬ 
niques, as they are developed, increase the productive capacities 
of the plants which use them. Unless these productive capacities 
are fully used, costs may be increased rather than decreased. Cap¬ 
ital costa, and other fixed charges due to large-scale organiza¬ 
tion, will be Just as great whether one hundred or one thousand 
units of output are produced In a given time. Competition intensi¬ 
fies these conditions. 
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In the second place, these cost considerations impel produc¬ 
ing concerns to seek markets for large outputs. This has been made 
possible, in part, by the modern methods of transportation which 
have expanded the space areas of markets. In part, also, it has 
been facilitated by expansion which has been given to the time 
areas of the market by the wider use of contracts, by "hedging" in 
organized markets, and by the greater use of storage and refriger¬ 
ation. Besides this growth in marketing areas, there have been 
specific attempts on the part of producers - especially producers 
in fields to which the newer methods of production have greatest 
application - to secure stronger and stronger holds on the mar¬ 
kets in which they sell. The growth in recent years of merchan¬ 
dising through chain stores, of "factory to consumer" selling, of 
installment selling, are examples of this trend. A more important 
instance probably is the great growth in the use of all kinds of 
advertising. And perhaps the most important tendency of all is in 
the shift on the part of business concerns away from "independence" 
and towards "association," away from competition and towards mo¬ 
nopoly, in the attempt of business concerns to get "a grip on the 
market." These tendencies of business have become controlling con¬ 
ditions in the market in which consumers operate. 
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37. CONSUMPTION STANDARDS 

For the purpose of studying consumers and the market, our 
first necessity is to know what kinds of things are consumed by 
people in the United States, how much of each kind of thing Is 
consxuned, and what differences there are in the consumption con¬ 
ditions of various groups in the population. It is only through 
knowledge of these facts about consumers that an understanding of 
their position in the market can be gained. 

Consumption is the end of the economic process, and the pur¬ 
pose which all members of the economic community have in common. 
The amount consumed by the people of a country is the most exact 
measure of the total economic achievement of that country. The 
similarity or dissimilarity of consumption conditions between 
those people who consume most and those who consume least is the 
most exact measure of the relative economic welfare of these two 
groups In the community. In like manner, it is clear that the ma¬ 
terial standards of living that have been achieved by the largest 
number of families and Individuals measure the degree of economic 
welfare most characteristic of the community In which those stand¬ 
ards exist. 

At an early point in this study it was pointed out that the 
material conditions of a society, and of each individual in the 
society, are determined by two sets of conditions; first, the 
amount and character of goods and services currently produced or 
rendered; and second, the way In which these goods and services 
are distributed among the members of the society.^ Thus we are 
dealing at this point with a peculiarly Important general aspect 
of economic life. We are dealing also with a phase of the study 
presented In this book that is intimately related to other parts 
of the study. Consumption Is dependent on the processes of pro¬ 
duction and exchange, and on the system of prices, all of which 
have been treated in earlier parts of the work. It Is an aspect 
of the money economy, €ind is directly affected by the amount and 
the distribution of the national Income. A great deal of the study 
that has been done to this point provides background for the 
analysis of consumptiwi that Is presented In this chapter. 

HIGH-LEVEL CONSUMPTION 

Hie tremendous business prosperity of the twenties gave great 
encouragement to a long-standing belief in American abundance. It 

1. Volume I, page 47. 
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appeared that the system of business enterprise and free markets 
had demonstrated its capacity to achieve comfort, even luxury, 
not only for the exceptionally able and industrious, but for all 
men. The effect of this was that people not only, on the average, 
had more; they also expected more. The crisis of 1929 did not im¬ 
mediately dispel either the belief or the expectation, nor have 
the protracted difficulties of the decade of the thirties com¬ 
pletely removed them from people's minds. Thus William H. Lough's 
work on consumption, which was based on data extending through 
the year 1931, was entitled High-Level Consumption . The view of 
the author was summarized as follows: ”In the seven years 1923- 
29 consumption in this country was on a higher level than any 
large number of men had ever before experienced. More than three- 
fifths of American families, according to competent estimates, 
after covering their subsistence requirements had money to spare 
for comforts and luxuries. Gew-gaws, no longer restricted to the 
few, were mainly for the many. Widespread prosperity was acclaimed 
- quite properly - as a remarkable achievement." 

Mr. Lough's description of American well-being was based on 
a study, principally of Census of Manufactures data, covering the 
period 1909-1931. The pre-war period was represented by an average 
of figures for the two years, 1909 and 1914. When this was com¬ 
pared with figures for the year 1929, it appeared that the inter¬ 
vening period had brought an increase of some four hundred per 
cent in the consumption of a considerable group of commodities 
which seemed to pertain to a higher standard of living. These in¬ 
cluded cigarettes, household electrical equipment, washing ma¬ 
chines, perfumes and cosmetics, sporting goods, house furnishings, 
automobiles and gasoline. A three hundred per cent Increase was 
recorded for canned fruits, womens' clothing, toys, stationery, 
confectionery, and other consumer goods. The fact that this com¬ 
parison is set forth in current dollars^ somewhat impairs its re¬ 
liability, and the validity of trends affecting only a few kinds 
of consumer goods as evidence of a higher level of general well¬ 
being was obviously open to question. Mr. Lough therefore cited 
other evidence, less spectacular but more generally applicable, 
concerning a shift in the direction of spending. From the pre-war 
average (1909 and 1914) to 1931, the proportion of total consumers' 
purchases allotted to commodities declined from 60.3 per cent to 
52.7 per cent, while the proportion of Intangibles, consisting 
principally of services, increased from 30.4 per cent to 39.3 pel* 
per cent. Within the conmodities group, moreover, demand had shown 

1. For the distinction between "current-dollar" and "constant-dollar* 
measures of prices and of incomes, see Volxime I, pages 101-104. 
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a tendency to shift to the more highly processed items, Indicating 
again a shift toward kinds of goods which represented more com¬ 
fortable standards of living. 

That this analysis is in part correct cannot be gainsaid. 

But while the evidence it presents is formidable, other evidence 
exists which makes it difficult to believe that the American 
economy provides a standard of comfort, to say nothing of luxury, 
for most of the people whom it supports. With regard to this we 
need only look at the purchasing power available to American con¬ 
sumers, which has been described in several detailed studies. The 
first of these, by the Brookings Institution, gave estimates of 
income which showed that in 1929, presumably at the peak of Ameri¬ 
can prosperity, three-quarters of American non-farm families did 
not have enough income to be provided with what the Bureau of 
Home Economics of the U. S. Dept, of Agriculture described as an 
adequate diet at moderate cost, and only ten per cent were able 
to obtain what the Bureau would describe as a liberal diet. Farm 
families may have fared somewhat better, especially when compared 
with non-farm families in the same income group, but this in no 
way disturbs the conclusion that even in a peak year, the American 
economy was leaving a large body of fxmdamental needs unsatisfied. 

CONSUMPTION, INCOME, AND PRICE 

Members of the community may spend their incomes for con¬ 
sumption, or may save parts of them. An earlier chapter described 
how saving occurs, and how much is saved, in the United States.^ 

In dealing with the facts of consumption we are concerned, first 
of all, with the varieties of consvimer goods and services that 
are produced and sold, and the proportions in which they severally 
are bought by consumers. These proportions show the relative mar¬ 
ket importance of each class of goods and services. Taken collect¬ 
ively for any given year, they constitute a pattern of consumers' 
wants for that particular year. It must, at the same time, be 
clear that such a pattern for a particular year is determined not 
only by the weints that consumers have, but also by the amount of 
the national Income, the evenness of unevenness with which the na¬ 
tional income is distributed among families and individuals, and 

the prices of the conmodltles and services Included in the various 
classes• 

An interesting comparison can be made if we consider first 
the total consumer expenditures in a year of extraordinary pros¬ 
perity, and follow that with an account of the same conditions in 


1* Volume I, chapter 13. See especially pages 241-251. 
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a year of only moderate economic activity. The accompanying chart 
shows in percentage form the different purposes for which the to¬ 
tal incomes of families and Individuals were used in the most 
prosperous year of our history, 1929. It should be noted that the 
items "savings,” "taxes," and "transportation" refer only to the 
proportions of Incomes of Individuals and families that were used 
for these purposes, and do not include savings, tax payments, and 
transportation costs of business enterprises. 

The proportion spent for food (twenty per cent on the aver¬ 
age) is probably higher among poor families and lower among the 

USE MADE OF INCOME DISTRIBUTED TO INDIVIDUALS, 1929 

(Percerttage (Jistnbulion of Ihe consun’e^'s doHaf) 



^ Tfac$pO''tation 

16.7% 


Savings, 8 6%- — 

Taies. 1.1% * 

Social “Cuhtjral activities " 
5 3% 

Recreation, 5.3% 

Personal appearance 
17 % 

- 

Ocliness and death' 

2.3% 


Pood and soft drinks 
20 4% 


Alcohol and tobacco 
4.5% 


Clothing 

9.6% 


Home maintenance 
24 3% 


Source' W H Lou|n. High L«v«l Consumoticn 

wealthy. The percentage that, according to the chart, was devoted 
to alcohol and tobacco (4.5 per cent) is probably an underestimate, 
since no account is taken of expenditure on the illegal services 
of bootleggers. About one-third of the Item labelled "transporta¬ 
tion" was for the purchase of automobiles and much of the remain¬ 
der for their maintenance and servicing. Less than one-tenth (one 
per cent of all Income) went for street-railway and'subway fares£ 
About one-half of the item "home maintenance" was paid for rent. 


1. Not all of this was actually paid out, for imputed rentals are 
included. Where a family owns the house it occupies. It is usual 
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the remainder for furnishings, fuel, electricity, and service. 

Of the item "sickness and death," nine-tenths went for drugs, hos¬ 
pitals, and physicians, and one-tenth for burial. Nearly one-half 
of the expenditure on "personal appearance" went to barbers and 
beauty parlors, the remainder was spent for cosmetics, soap, and 
jewelry. 

Of expenditure on "recreation" nearly one-half was devoted to 
entertainment, the remainder going for hotel bills and other pur¬ 
poses. Only a small fraction went for sports in which the consumer 
himself actively participated. "Social-cultural activities," be¬ 
sides covering writing materials and postage, included individual 
expenditures on education, contributions to church and charity, 
and lodge dues. Taxes paid by individuals and families are really 
much more important than they appear to be, for the small amount 
shown in the chart as paid by constuners (one per cent of total in¬ 
comes) consists only of income taxes. The fact is that some amount 
of each of the various categories of expenditures consists of 
taxes paid directly or indirectly by individuals or families. 

A later analysis of total consumer expenditures was made by 
the National Resources Committee^ for the year from the middle of 
1935 to the middle of 1936. This was a year in which economic ac¬ 
tivity and the prosperity of the community were far below the lev¬ 
el of 1929. Because of differences of classification and in meth¬ 
ods used, the results of this study are not strictly comparable 
with the data given for the year 1929. The later study reveals, 
however, that the proportions of consumer incomes spent for food 
and for home-maintenance in 1935-36 were distinctly higher than 
the proportions spent for these purposes in 1929. The proportions 
spent in all of the other general categories of consumption were 
lower in 1935-36 than in 1929. 

Although changes in relative prices of various classes of 
commodities may have had some part in these changes in proportion¬ 
al expenditures, there are two other factors which were even more 
significant. One was the change in the national income. The esti¬ 
mated total expenditure for consumption purposes in 1929, to 
which the proportions given for that year relate, is $76.7 bil¬ 
lion, out of an estimated national Income of $89 billion. The 
National Resources Committee's estimate of total expenditure for 

to boost its Income and expendltxire in the computations by an im¬ 
puted rent equal to what it could get by renting its home, or 
what it would have to pay to rent a home if it did not own one. 

1 ♦ ConaimiRT* Expenditures in the Uni ted States. 1939. Data on 
which this study is based were collected by a Work Projects Ad¬ 
ministration project of the Bureau of Labor Statistics and the 
Bureau of Home Economics. 
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consTOinption purposes in 1935-36 is $50 billion, out of an esti¬ 
mated national income of $59 billion.^ The second factor is the 
effect on the incomes of the poorest members of the community 
that accompanied the reduction in national income between 1929 
and 1935-36. The Brookings Institution's study of the national in¬ 
come in 1929 found that forty-two per cent of consumer units {fam¬ 
ilies and individuals) had incomes of less than $1,500, while the 
National Resources Committee found that two-thirds of consumer 
units in 1935-36 had incomes of less than $1,450. The Brookings 
Institution's figures show that seventy-one per cent of all fami¬ 
lies of two or more persons received Incomes of less than $2,500 
in 1929; the National Resources Committee's figures show that 
87.5 per cent of families received less than this amount of in¬ 
come in 1935-36. 

EXPtNDlTURHS OF DIFFERENT INCOME GROUPS 

Many years ago Ernst Engel, as a result of statistical study 
of the expenditures of workers’ families In Saxony, reached the 
following general conclusion: "the poorer an individual, a family, 
or a people, the greater must be the percentage of income neces¬ 
sary for the maintenance of physical sustenance, and, of this, a 
greater proportion must be allowed for food." Engel's figures 
showed that the proportion of Income spent for food declined as 
income increased, that the proportion spent for housing tended to 
remain about constant for all levels of income, and that the pro¬ 
portions spent for other kinds of constimer goods tended, in gener¬ 
al, to rise as Incomes increased. This formula describes rather 
accurately the allocation of consumption expenditures by various 

p 

Income classes in the United States. 

To measure the proportional expenditures for various kinds of 
consumer goods by different income classes, we may divide all con- 
sTomer units (families and single individuals) into three equal 
groups. The first group consists of that third of consiuner \inits 
who receive lowest incomes; the second group consists of the next 
third as measured by size of Income; the third group consists of 
the third whose Incomes are highest. According to the Income and 
expenditure data of the National Resources Committee for the year 
1935-36, the first group was made up, in that year, of thirteen 
million units receiving less than $780, the middle group of an 

1. For a measure of changes in the national income in recent years, 
see Volxune I, pages 100-106. 

2. It applies quite accurately to average expenditures of very 
bFO&d Income clsisses, but would be subject to some deviation 
if applied* 
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equal number of units receiving between $780 and $1460, and the 
third group of an equal number of units with incomes of more than 
$1450 and with an average income of $2,969. 

For food, the first, or lowest, third used 42.9 per cent of 
its income, the middle third 38.2 per cent, and the highest third 
only 29 per cent. Proportional expenditures for shelter show 
marked evenness among the three classes: for the lowest third they 

SHARE OF EACH THIRD OF NATION'S CONSUMER UNITS 
IN AGGREGATE EXPENDITURES FOR CURRENT CONSUMPTION 
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amounted to 32,4 per cent, for the middle third to 31.7 per cent, 
and for the lowest third to 32.6 per cent. In the case of clothing, 
proportional expenditures showed a tendency to Increase with in¬ 
creases of income: for the lowest third they were 8.5 per cent, 
for the middle third, 9.6 per cent, for the highest third, 11.3 
P®r cent. Other items of expenditure showed a similar tendency to 
increase. The above chart shows the share in each kind of consumer 
Seeds secured by each of our three income groups. 
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HOW MUCH CAN WE CONSUME?' 

The opinion is frequently expressed that the primary explan¬ 
ation for the failxire of our economic system to operate at maxl- 
iTTum capacity is the Inability of the population to cons\une the 
full quantity of commodities and services that might be produced. 

It is contended that if, in this great technological age, the eco¬ 
nomic machine were to turn out in continuous stream the volume of 
goods of which it is capable, there would be universal consumptive 
indigestion: commodities would accumulate in the warehouses of 
original producers or on the shelves of dealers - not for want of 
purchasing power but because of the outright satiation of human 
wants. Hence periods of restricted production are regarded as es¬ 
sential to a proper adjustment of the rate of production to con¬ 
sumptive requirements . 

A prominent banker late in 1930 gave expression to this view 
in the following words: "If there has been recession, is it not 
because the nation has achieved and produced on a scale so large 
that there has been thrust upon us the necessity of pausing?..• 

It is a glorious thing to contemplate that as a nation we have 
too much, rather than too little." More recently the author of 
The New Dealers, in describing the origin and character of the 
Administration's program, said: "The New Deal was necessary.•• It 
was caused by one very simple fact; that we can produce more than 
enough for everybody in this country. This is something new in hu¬ 
man history." The same view is often expressed in the statement 
that the age of scarcity has been replaced by the era of abundance, 
an era in which the great problem is how to make effective use of 
the leisure time which the age of technology has thrust upon us. 

Of more significance than the mere expression of this view 
by individual observers is the fact that it has been embodied, 
more or less conspicuously, in governmental policies. To some ex¬ 
tent national policies relating to production are designed to 
bring about a better adjustment of one division of productive ac¬ 
tivity to another; but it is also true that a substantial shorten¬ 
ing of the working day and a restriction of output are believed to 
be not only possible but essential. At the same time, it is as¬ 
sumed that standards of living can be maintained or even increased. 

The widespread prevalence of this view and its current embodi¬ 
ment in governmental policy make this a particularly propitious 
time to subject the underlying assumption to careful examination. 
Were the consumpeive wants of the people at the peak of prosperi- 

1. The remainder of this chapter is adapted by permission from 
Levin, Moulton, and Warburton, America's Capacity to Constime , The 
Brookings Institution, 1934, pages 115-132. 
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ty in 1929 fully or reasonably well satisfied? The data which 
have been assembled regarding the Incomes and consumptive expendi¬ 
tures of American families at the various income levels furnish 
an adequate basis for such examination. We can use these data to 
estimate what changes in actual demands for consumptive goods 
would occur if the lower and middle income groups were to receive 
Increased Incomes, of varying amounts. 

INCOME CHANGES AND CONSUMER PURCHASING 

In 1929 about seventy per cent of the families of the nation 
had Incomes in the range from zero to $2,500. A family income of 
$2,500 was in 1929, gind despite the decline of prices still is, a 
very moderate one. It permits few of the luxuries of life, even 
for families of only two or three persons. Accordingly, it should 
be of interest to Indicate the Increases in the amount and charac¬ 
ter of expenditures that would result if all families could be 
raised to a minimum of $2,500. We shall here assume no change in 
the Incomes of those above this figure. 

The increases in consumption among the 19.4 million families 
whose Incomes would be raised from below $2,500 to that level 
would be as follows: for food, from about $10 billion to about 
$14 billion, or forty per cent; for shelter and home maintenance, 
from about $7 billion to about $11 billion, or sixty-five per 
cent; for attire and adornment, from less than $4 billion to about 
$6 billion, or sixty-five per cent; for other consumers' goods 
and services, from less than $5 billion to nearly $10 billion, or 
115 per cent. In aggregate terms the Increase in consumptive ex¬ 
penditure would be more than $16 billion. Such an Increase would 
raise the demand of families for major classes of goods as fol¬ 


lows : 

Item Per Cent 

Pood and non alcoholic beverages. 20 

Shelter and home maintenance. 21 

Attire and adornment. 22 

Other consumers' goods and services .. 23 


We may make another very simple computation of possible in¬ 
creases in consumptive expenditures. Surveys of family expendi¬ 
tures clearly Indicate that if all families in the United States 
with Incomes of less than $10,000 were to have a uniform Increase 
of $1,000 in Income they would readily find ways of spending the 
additional amount. An increase of $1,000 in the consumptive expen¬ 
ditures of all families under the $10,000 level would amount to 
about $27 billion, or more than forty per cent. 






166 


CONSUMERS AND THE MARKET 


In the Brookings Institutions study of America’s Capacity to 
Produce , it was found that the productive capacity of the nation 
in 1929 was not utilized to the fullest extent that was practical¬ 
ly possible, and that the total output might, so far as any tech¬ 
nical factors were concerned, have been Increased by some nineteen 
per cent, or about $15 billion. It is apparent that if the in¬ 
crease in family Incomes assumed in el ther of the examples given 
above could somehow be realized, an output that would exceed the 
productive capacity of the nation In 1929 would be required. 

It would be a simple matter to compute vastly greater in¬ 
creases in consumptive demand than those shown in the foregoing 
illustration. Such computations, however, would be tedious, and 
it is sufficient here to point out that the evidence afforded by 
surveys of family expenditures supports the conclusion that, were 
incomes available, human desires would translate themselves into 
effective market demands for vastly greater quantities of goods 
than have thus far ever been produced. There is not the slightest 
doubt that, did Incomes permit, the demands of the American peo¬ 
ple for consximptlve goods and services would be quickly and vastly 
Increased. The truth is that the overwhelming majority of the peo¬ 
ple still have a very wide range of unfulfilled desires. 

A "reasonable” standard of living 

Another way of illustrating the possibilities of expanding 
consumption, even for the primary necessities of life, is by con¬ 
sidering the requirements for a satisfactory minimum standard of 
living for the masses of the population. It is obvious that a va¬ 
riety of definitions may be given to the term "reasonable stand¬ 
ard" of living. It is possible, however, to indicate the minimum 
requirements in a rough way by considering first what expendi¬ 
tures for food are regarded by dietitians as necessary to maintain 
an adequate diet for health and efficiency. We have made no inde¬ 
pendent Investigation along this line; hence we use for the pur¬ 
pose the results of a recent investigation by the Bureau of Home 
Economics of the United States Department of Agriculture. 

The bureau study has estimated the cost of four types of 
diet: (1) a restricted diet for emergency use; (2) an adequate 
diet at minimum coat; (3) an adequate diet at moderate cost; and 
(4) a liberal diet. The restricted diet contains the irreducible 
minimum of protective and other foods, but is not considered ade¬ 
quate for use over an indefinite period. The adequate diet at 
imum coat is regarded as sufficient to meet the physiological 
needs of the average family, if foods are chosen with exceedingly 
great care; but it provides little variety and very little margin 
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of safety in respect to vitamins and minerals. The adequate diet 
at moderate cost provides for more variety and balance and a diet 
giving more attention to vitamins and minerals. The liberal diet 
provides for both greater variety and better quality of food. It 
is still assumed, however, that the food will all be prepared at 
home, no allowance being made for occasional meals at restaurants 
or for buying foods cooked or prepared in delicatessens. 

The cost of the food necessary to supply these several diets, 
during the period from July, 1931 through June, 1932, ranged from 
$22.85 to $59.48 per month for a family consisting of two moder¬ 
ately active adults and three children aged three, five, and 
thirteen years. When this cost is adjusted to the prices prevail¬ 
ing in 1929,^ the cost per year for the four diets was, for the 
average family, approximately as follows: 


Restricted diet for emergency use.$350 

Adequate diet at minimum cost.500 

Adequate diet at moderate cost.. 800 

Liberal diet...950 


We may now compare these budgetary requirements with the 
actual food expenditures of families at various Income levels in 
that year. Non-farm families with incomes from zero to $1,000, 
numbering about 2.7 million in 1929, or about twelve per cent of 
all non-farm families, spent on the average approximately $350 for 
food, or sufficient merely to purchase the restricted diet for 
emergency use. The 4.7 million non-farm families (twenty-two per 
cent) with incomes from $1,000 to $1,500 on the average spent 
enough to obtain the adequate diet at minimum cost, that is, ap¬ 
proximately $500. It was not until an Income of about $3,000 was 
reached that families spent enough on food to obtain the adequate 
diet at moderate cost, namely, $800; and It was only those with 
Incomes In excess of $5,000 who spent enough on the average to ob¬ 
tain the quantity and character of food required for a liberal di¬ 
et. On the assumption that these estimates of food requirements 
and costs are reasonable, the following conclusions may be stated: 
of the non-farm families as a whole, 16 million, or 74 per cent, 
did not have sufficient Income In 1929 to provide an adequate diet 
at moderate cost. Nineteen million families, or 90 per cent, were 
not in a position to enjoy a liberal diet. Farm families in the 

1. Ihe Bureau of Labor Statistics weighted index of retail food 
prices was approximately twenty-five per cent lower in January and 
Febiniary, 1941, than its average for the year 1929. To adjust the 
coats of the four diets given in the table in accordance with ear¬ 
ly 1941 prices would require, roughly, a reduction of the 1929 
coats shown'ln the table by One-fourth. 
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same income groups naturally fare somewhat better as to food be¬ 
cause of the lower costs Involved. 

It should be made clear in connection with this analysis that 
if a family with an income of $3,000 spent no more for shelter 
and home maintenance, or for attire and other living, than a fami¬ 
ly with $1,000, it would be able to purchase a genuinely adequate 
diet. But as incomes increase, expenditures are Increased for each 
of the other major purposes - this because "man liveth not by 
bread alone," and other items are regarded as being equally as 
important as food. Since families will economize on food rather 
than dispense with other necessities, it is regarded as reason¬ 
able to allow for Increasing outlays for other purposes when es¬ 
timating the Incomes required to provide a genuinely adequate 
diet. 

It would seem a reasonable minimum aim of our national econo¬ 
my to provide the entire population with a "liberal diet,” which 
would furnish adequate nutrition, a substantial margin of safety 
in respect to vitamins and minerals, and a satisfying variety of 
foods; and at the same time to permit the purchase of such neces¬ 
sities and comforts as are ordinarily associated with a "liberal 
diet.” To reach these standards wo\xld require an increase in the 
production of all kinds of consxuners’ goods and services by some¬ 
thing like seventy or eighty per cent. 

The fulfillment of this goal necessarily lies in the future. 
Even if no family with an Income of $5,000 in 1929 were to re¬ 
ceive more than it then had, it would be necessary to increase the 
value of food production, at 1929 prices, by around forty per cent. 
This would Involve, of course, a considerable shifting in the 
character of food produced; for example, cereals would be reduced, 
and meat, dairy products, and fruits and vegetables would be in¬ 
creased. The value of shelter and home maintenance provided for 
sale to American families would have to be very nearly doubled, 
and that of attire and adornment and of other consxiraers ' goods 
and services more than doubled. Such an increase in productive out- 
imt is far beyond the capacity of our economic system today. 

CONSUMPTION AND PRODUCTION 

The evidence that has been presented shows that during the 
so-called "new era" of the gay twenties the United States was not 
living beyond its means. The view has been widely held that we 
were then living on an economically unwarranted plane and that we 
had to come down to earth before we could find economic salvatic®* 
While many individuals may have been living beyond their ^ruitvidu^ 
means, our findings show that the nation as a whole was not livinS 
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beyond its capacity - as measured by what we could produce. The 
facts show that we actually produced more In 1929, for example, 
than was consumed, and that we might readily have produced, with 
the existing resources, plant and equipment and labor supply, and 
without improvement in methods, approximately twenty per cent more 
than we did produce. We were not living on our capital, that is, 
using it up without replacement; on the contrary, we made, through¬ 
out the decade of the twenties, large annual additions to the cap¬ 
ital supply. 

There has been a tendency, at least during the last decade 
or so, for the inequality in the distribution of income to be ac¬ 
centuated. That is to say, while the incomes of the masses of the 
people were rising during the decade of the twenties, the Incomes 
of those in the upper Income levels increased with greater rapidi¬ 
ty. Since the proportion of the Income that is saved rather than 
expended for consumption purposes rises rapidly as higher incomes 
are realized, there has been a tendency for an Increasing propor¬ 
tion of the aggregate Income of families and individuals to be 
directed into Investment channels. 

Vast potential demands alike for basic commodities and for 
conventional necessities exist in the unfulfilled wants of the 
masses of the people, both rural and urban. This is conclusively 
demonstrated by the evidence afforded by surveys of family ex¬ 
penditure. At each successive income level the expenditures of 
families and of unattached individuals do increase - for food, 
shelter, and clothing, as well as for the comforts and conven¬ 
iences of life. One may conclude, therefore, that if by some 
means the incomes of those in each Income group could be lifted 
to the next higher group their expenditures would be increased in 
line with the expenditures of those who were theretofore in such 
Income groups. It would require but a moderate Increase in the 
consumption of the millions whose standards of living even in 
1929 were below the requirements for health and efficiency to ab¬ 
sorb the full productive capacities of the nation. 

Ihe unfulfilled consumptive desires of the American people 
are large enough to absorb a productive output many times that 
achieved in the peak year 1929. Even in lines of basic necessities 
great wants among the masses of the people still go unsatisfied. 

Ihe trouble is clearly not lack of desire but lack of purchasing 
power. 

Uie United States has not reached a stage of economic devel- 
oianent in which it is possible to produce more than the American 
people as a whole woiald like to consxime. The tmith of this propo¬ 
sition may best be made clear by a summary presentation of figures 
derived frOTn our analysis. 
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1. Actual goods and services produced in 1929 had a value or about 
$81 billion. 

2. The potential production (with existing methods) equalled about 
twenty per cent more than actual production, or $97 billion. 

3. Actual production of consumption goods in 1929 equalled approx¬ 
imately $70 billion, and potential production of consumption 
goods equalled about $86 billion. 

4. Raising all family Incomes below $2,500 to $2,500, with no 
changes above that level, would increase actual consumption by 
more than $16 billion. 

5. Adding $1,000 to every family income below $10,000 would In¬ 
crease consumption by about $27 billion. 

Either of these relatively minor Increases - which make no 
allowance for increased consiimption among some nine million indi¬ 
viduals not attached to families - would create a consumptive de¬ 
mand In excess of the potential productive capacity of the nation 
in 1929. In the light of this analysis it would seem to be evi¬ 
dent that we have not as yet reached the age of abundance of which 
we all like to dream and that extensive leisure has not yet been 
forced upon us as an alternative to a surfeit of goods and ser¬ 
vices • 

We cannot materially shorten the working day and still pro¬ 
duce the quantity of goods and services which the American people 
aspire to consume. The actual production of 1929 was accomplished 
on an industrial work week which averaged close to fifty-one hours* 
The potential 1929 production of $97 billion (which assumed no 
unemployment, or slack employment) was also predicated on the as¬ 
sumption of an average working week of fifty-one hours. If we were 
to shorten the working week to thirty hours, as has frequently 
been suggested, with a view to absorbing all complete and partial 
unemployment, the production would be greatly reduced. 

Ass-umlng that there is no change in man-hour efficiency, the 
reduction from the 1929 basis would be two-fifths, giving a pro¬ 
duction of $58 billion, of which about $51 billion would be con¬ 
sumption goods. If we assume that improved techniques and methods 
may have increased man-hour productivity since 1929 by as much as 
twenty-five per cent, the production of consumption goods on a 
thirty-hour week basis (for the same population as in 1929) would 
be approximately $63 billion. Under these conditions, consumption 
would have to be reduced below the 1929 level by some ten per 
cent, since consumption in 1929 was about $70 billion. On a forty 
hour week, with a twenty-five per cent increase in efficiency, and 
the same level of employment as in 1929, production wo\ad-be ap¬ 
proximately the same as in 1929. 
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But has there been any significant increase in productive ef¬ 
ficiency during the depression period? It is true that In numerous 
instances new and better equipment has been installed - though 
this is far from general. It is also a well-known fact that the 
building of new plants almost entirely ceased during the depres¬ 
sion and that expenditures on equipment have in many cases been 
confined to the making of Indispensable repairs. One of the things 
that we are nov^ relying upon to furnish employment is the making 
good of deferred maintenance on the railroads, 

To summarize: If we have a thirty-hour working week, with 
complete utilization of our labor force and productive establish¬ 
ment, and then assume a universal Increase in efficiency in agri¬ 
culture, mining, manufacturing, transportation, marketing, and 
other branches of industry of as much as twenty-five per cent, we 
would still have a productive output considerably smaller than in 
1929. Unless we can be sure of a vast increase in productive ef¬ 
ficiency the working day cannot be appreciably shortened without 
curtailment of production, and, in consequence, without reducing 
consumption standards below the level of 1929. 

Looking forward one may, to be sure, paint a picture of pro¬ 
ductive potentialities that would seem to make the realization of 
vastly higher living standards easy of attainment. By assuming 
that all of our existing industrial plant and equipment, except 
the very latest models, could be sionmarily scrapped - without cost 
to anybody - and be replaced forthwith by the best that is known 
to science, one can conjure up - as some imaginative people have 
done - vast productive possibilities. But we are confronted un¬ 
fortunately by stern practical realities: old plant and equipment 
cannot be scrapped without financial costs; nor can the latest 
improvements be Installed Instantaneously on a universal scale. 

The railroad industry affords perhaps one of the best examples of 
what might be accomplished theoretically; but the realization of 
the productive economies there possible is held back alike by the 
immediate financial costs Involved, by conflicting Interests of 
the various railway groups, and - not least - by the opposition, 
incorporated in legislation, of railway laborers who fear the ef¬ 
fects of such Improvements upon the demand for their services. 

In the light of such practical considerations as these the 
production dreams of engineers have to be liberally discounted. 

The most that can be hoped for is a gradual Increase in product.ve 
output, as existing plant and equipment can be replaced by more 
efficient types and as new methods can be progressively introduced. 
Tt is helpful, in considering this problem, to recall again that 
during the great era of technological advancement between 1900 and 
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1929 per-capita production In the United States increased by less 
than forty per cent. 

In due course we can expect a much larger production for the 
same expenditure of human energy than has yet been possible. But 
for the immediate future we cannot coxmt on production taking 
care of Itself if the working week is materially reduced.^ In any 
event, we are desirous of raising the standards of living substan¬ 
tially above the level hitherto realized - not merely restoring 
It to the unsatisfactory level then prevailing. 

In emphasizing the need of increasing consumption, we must 
not forget the necessity of simultaneously expanding production. 

In focussing attention upon the importance of expanding consump¬ 
tion among the masses of the people as a means of providing mar¬ 
kets for the output of our productive establishment, we must not 
lose sight of the inter-dependence of production and consumption. 
The prevalent notion that the problem of production has been com¬ 
pletely solved has led many people to conclude that all we need to 
do to remove our economic difficulties is to increase, by some 
means or other, the money income of the public - that nothing else 
is of any importance. 

No matter how much we may increase wage rates with a view to 
expanding purchasing power, we will not find available in the mar¬ 
ket places the goods which minister to the satisfaction of human 
wants unless they are produced. Whether we live under a wage, 
price, and profit system or under a completely communistic method 
of economic organization, it will always be true that the level of 
consiAmptlon or the standard of living can be raised only through 
the production of food, clothing, shelter, comforts, and Ixixurles. 

1, As this volume goes to press, it is clear that o\ir "immediate 
future" must provide great and increasing amounts of productive 
capacity for national defense. This will serve to intensify the 
conditions predicted here. 



38. CONSUMERS AND THE BUSINESS SYSTEM 

THE CHANGED STATUS OF CONSUMERS 

The consumers of the present day In the United States are 
In a very different market situation from consumers before 1890. 
Of course no great change in the status of consumers occurred in 
that particular year. It does, however, represent the approximate 
time at which two important market changes become clearly dis¬ 
tinguishable. In the first place, it was at about this time that 
production began to outstrip the market. Prior to this approxi¬ 
mate time producers had attempted to operate their plants at 
maximum capacity because the market was growing so rapidly that 
It paid them to do so. About 1890 producers began to find that 
production was expanding more rapidly than the market, and that 
the selling of goods was becoming consequently more difficult. 
This discovery led to a whole series of methods by which conipeti- 
tlon was restricted (_1.^., the trust movement). At the same time 
each of the surviving producers struggled to secure as much as 
possible of the limited market. 

In the second place, during the seventies and eighties the 
United States was rapidly being transformed from an agriculture,! 
to an Industrial nation. Between 1870 and 1890 the number of peo¬ 
ple gainfully employed in agriculture declined, in a proportional 
sense, from 49 to 40 per cent of the total gainfully employed pop¬ 
ulation of the United States. This meant increasing division of 
labor and decreasing dependence of consumers on the market. 

For the sake of comparison, let us consider a typical sll^ua- 
tion of the 1870’s. A "typical" consumer (a farmer or his wife) 
goes to a "typical" store (a store handling general merchandise 
in a small town) to buy some goods. Several conditions are sig¬ 
nificant ; 

(1) The goods the customer buys are few. This is due not only to 
the fact that there is a comparatively small variety of goods 
in the store, but also to the fact that the customer Is in 
some degree self-sufficient. 

(2) The goods are of simple fabrication and therefore it Is rela¬ 
tively easy for the customer to select goods of the best qual¬ 
ity. It Is also possible that the customer has some crafts¬ 
manship knowledge of the product. 

(3) The customer la within sensual range of the product. He can 
see it. He can finger it', smell it, or even taste it. 

Now let us consider a second situation. A "typical" consumer 
of today (an industrial laborer or a white collar worker) goes to 
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a "typical" store (a modern grocery or department store). The 
store is located in a fair-sized town or industrial city. In this 
case, also, several conditions are significant: 

(1) The goods the customer buys are many. This is due not only to 
the fact that there is a relatively large variety of goods In 
the store, but also to the fact that this customer is not in 
any sense self-sufficient. 

(2) The goods are of complex fabrication. It is virtually impossi¬ 
ble to distinguish the quality of the goods. It is very ion- 
likely that the customer has any craftsmanship knowledge of 
the product. 

(3) The customer is no longer within sensual range of the mer¬ 
chandise. It may be hidden from sight by a tin can or en¬ 
closed in an attractive package. He may be permitted to ex¬ 
amine a sample. If he is satisfied with this, he has to de¬ 
pend on the good faith of the seller in duplicating the sam¬ 
ple. It is more probable that he will purchase merchandise he 
has seen advertised, without examining it, and relying merely 
on the good faith of the seller's advertising. 

There are important differences in the circumstances attend¬ 
ant upon the purchases of the consumers of the 1870‘s and the con¬ 
sumers of the present day in regard to: (a) the consumer's check 
on the quality of the merchandise and therefore a check on its 
worth in relation to its price; (b) the degree of competition ex¬ 
isting that serves to further or to retard consumer interests; 

(c) the methods by which the consumer pays for the merchandise. 

The remainder of this chapter is devoted to a consideration 
of these differences, a description of the methods which are being 
employed to protect the consumers of the present day, and some 
suggestions as to future courses of action that may serve to pro¬ 
tect consumer interests. Cooperative means by which consvuners can 
protect their own interests are treated in the next chapter. 


consumers’ check on quality and price 
A few specific examples will serve to Illustrate the situa¬ 
tion of consumers of the present day in regard to their opportunl 
ties to check the quality of the merchandise. The qualities of 
women's hose present a striking case. The Consumers' Advisory 
Board of the NRA reported that "from the point of view of the con 
sumer who desires information regarding the quality of hosiery 
the retail market, the following undesirable practices occur in 
the hosiery industry: 

(1) "Fibre content is usually not stated and adequate branding 
labeling of fibre is not required. Rayon hose are commonly ^ 
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labeled as such and therefore may be mistaken for silk by the 
consvuiier. Labels if present, frequently are misleading: for 
Instance, rayon, combined with cotton and wool, is used for a 
heavy hose labeled 'rayon, cotton and wool'. Under the code 
this is allowed, though the hose contains ninety per cent ray¬ 
on, five per cent wool, and five per cent cotton. 

(2) "Durability standards of value to consumers have not been 
established. 

(3) "Gauge is not properly represented. There is frequent ambigui¬ 

ty in the manufacturers' marking of gauge on boxes and labels. 
'Guaranteed 45-gauge' may mean no more than that the hose has 
been knitted on a 45-gauge machine, which has 420 needles at 
the head, though the full head of needles may not have been 
used. Stockings made with 396 needles on this machine may be 
labeled 45-gauge though an inch of fabric will be lacking 
from the width of the leg. 

(4) "Length standards are Insufficient. 

(5) "Weights or nature of yarn for various weights of stocking 

are not Identified by adequate standards. Spxm silk rather 

than thread silk may be used in reinforcements without the 
purchasers being made aware of the fact by labels. 

(6) "Construction is not properly represented. Mock full-fashioned 
hose (circular-knit with mock seam and fashion points) may be 
mistaken by the uninformed consumer for full-fashioned hose. 

(7) "Old stock hosiery is sometimes sold as new. Silk hosiery left 
on the retailers' hands at the end of a season is frequently 
re-dyed, or sometimes bleached and re-dyed, in the new sea¬ 
son's colors. Such hosiery has had its potential durability 
diminished by the process. Because it is not branded 're-dyed', 
the consumer has no means of identifying such hosiery." 

A test of cotton sheeting was conducted by R. C. Cook of 
Teachers College, Columbia University. Nine makes of sheeting were 
selected. Laboratory analysis, based on Bureau of Standards meth¬ 
ods determined the relative quality of each. This quality was then 
compared with the price. The make ranking eighth in quality ranked 
second in price. Of two makes whose quality was identical, one 
sold for two and one half times as much as the other. The make 
ranking highest in quality sold for less than the brand ranking 
next to last. The lowest priced sample was sixth in quality. The 
sample best in quality was lower in price than three others. 

A group of consumer judges not knowing the prices were then 
asked to rank the nine samples on the basis of scrutiny and touch. 
The sample to which the group gave the highest ranking was fourth 
on the basis of the laboratory test. The sample ranked second was 
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seventh according to the test. The only sample on which the judges 
agreed with the test was that which ranked last. 

The Consumers' Advisory Board of the NRA, in its survey of 
the terms used in designating qualities of goods, reports that 
there frequently are "concealed top grades", typical examples of 
which occur in the grades of potatoes and of cheese listed below. 

At its face value "No. 1" would mean the highest grade, but 
it actually means the second grade of potatoes and the third grade 
of cheese, "No. 2 ", which ought to be next to the highest grade, 
is actually fourth. This results in the consumer receiving goods 
one or two grades lower in quality than indicated by the face 
value of the terms used. 


Potatoes 

Cheese 

U. S. Fancy 

U. S. Extra Fancy 

U. S. No. 1 

U. S. Fancy 

U. S. Commercial 

U. S. No. 1 

U. S. No. 2 

U. S. No. 2 


The same method of designating qualities of goods was found 
in the case of raw silk and asparagus. An interesting difference 
in the marketing of these two commodities is that one of them - 
raw silk - is bought by experts, while the other - asparagus - Is 
bought by consumers who ordinarily are not experts. Yet in both 
cases the grade names consist of superlatives which might lead an 
uncritical buyer to suppose a particular grade to be higher than 
it actually la. 


Raw Silk 

Special Grand 
Grand XX 
Special Crack 
Crack XX 
Extra Extra 
Best Extra 


Asparagus 

Colossal 

Jumbo 

Extra Select 
Select 
Extra Peuicy 
Fancy 


Not one case was fo\md of a grade name understating the qual¬ 
ity. The Consumers ' Advisory Board also reports that the testimony 
regarding standards for consumer goods at the hearing on the can¬ 
ning industry showed that the absence of identifying labels not 
only hides from buyers the true quality of gobds concealed in 
cans, but also results in competition between grades at prices 
not always bearing a relationship to quality. 

These are only a few of the numerous examples which might be 
cited to show the difficulties of present-day consumers in deter- 
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mining the qualities of goods. They are not accurately guided by 
labels or advertisements. They cannot determine the quality of 
the merchandise by means of their senses. Prices cannot be re¬ 
garded as accurate guides to quality. 

PROTECTION AS TO QUALITY OF GOODS 

The protection afforded consumers by existing laws is not 
very great. The Federal Pure Pood and Drugs Act states that no 
"false or misleading statements" shall appear on the label, or on 
the printed matter which surrounds the package, of the kinds of 
goods covered by the act. Advertising matter, aside from that on 
the package, Is not covered by the law. Because of the fact that 
patent medicines are bought primarily because of non-package ad¬ 
vertising, the protection is more nominal than real. The law pro¬ 
vides that eleven drugs or their derivatives must be named on the 
label, and their proportions given, if they are among the ingredi¬ 
ents contained in the package. Otherwise the seller may maintain 
complete secrecy regarding the composition of his merchandise. 
There Is no protection against articles which are valueless. 

There is nothing to call forth any explanation, which a layman can 
understand, of the effects on him of the ingredients whose tech¬ 
nical (usually Latin) names are given. 

At present numerous agencies are carrying on standardization 

work. Federal organizations Include the Bureau of Standards, Bu¬ 
reau of Agricultural Economics, Bureau of Home Economics, the 
Pood and Drug Administration, etc. Technical societies and trade 
associations also undertake some of this work. Private corpora¬ 
tions such as the American Telephone and Telegraph Company, Gen¬ 
eral Motors Corporation, Sears Roebuck and Co., R. H. Mscy and 
Co., and others have their own laboratories. Universities and a 
small number of consumer agencies such as Consumers' Research, 
Consumers' Union, and the American Home Economics Association of¬ 
fer some information with regard to standards. 

Prom the consumer point of view, however, this is not very 
beneficial. As regards the governmental agencies, technical soci¬ 
eties, and trade associations (If we except certain activities of 
the Department of Agriculture) very little of the work meets the 
needs of private consumers buying over the counter. The work is 
devoted mainly eitheri (1) to the standardization of producers' 
goods, intermediate consumers' goods, and consumers' goods stand¬ 
ardized by industry and not sold in such form as to facilitate 
the comparison of qualities by buyers at retail; or (2) to stand¬ 
ards such as federal specifications, which ai*e stated in technical 
tennlnology readily useable only by technical purchasers. Indus- 
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trial laboratories also operate primarily to serve industry and 
only in an incidental sense to protect consumers* University lab¬ 
oratory research in standards is to some degree subsidized by in¬ 
dustry, and tends to serve the ends of industry. Such work often 
is important and valuable on its own grounds, but is not often 
directed primarily to the protection of consumers. The small num¬ 
ber of consumer agencies lack sufficient funds to carry on ex¬ 
tensive research. A central agency that could coordinate the work 
of the many public and private bodies, carry on more extensive 
tests, and provide consumers with easily understandable informa¬ 
tion is lacking. Much work of this kind is done in Europe by con¬ 
sumer cooperative societies, but, as will be shown in the next 
chapter, these societies have made only small beginnings in this 
country. 

The frequent claim that it is impracticable to set up stand¬ 
ards seems untenable. Consumers buy under conditions no longer 
tolerated by government or industrial purchasers. Government and 
industrial purchasers buy according to specifications only. Why 
should consumers almost never be protected in this manner? 

The history of the NRA codes provides an explanationj the 
record of this attempt to protect consumers is similar to that of 
all legislative attempts. In February, 1934, of 237 approved codes 
only 73 made any provision for quality standards. In the gas ap¬ 
pliance industry, for example, there was a failure to embody in 
codes standards previously developed by the trade groups present¬ 
ing the codes. In four cases the Code Authority was instructed to 
declare the giving of guarantees beyond a certain point an unfair 
trade practice, although the bulk of the firms affected had long 
been accustomed to give guarantees which went considerably beyond 
the point in question. Other codes embodied standard clauses, the 
effects of which were to facilitate arbitrary price fixing. In 
many cases the standards set up were vague and likely to misl®®^ 
purchasers. 

One of the members of the Consumers’ Advisory Board of 
NRA had the following to say about the question of standards in 
relation to the codes. "The codes are written by and for sell®^®» 
whereas standards are drafted in the main by buyers. Those respon¬ 
sible for original code formulation are interested in buying on 
their ovyn specifications; that is to say, they would partidp®^® 
in the writing of the other fellow’s standards. They intend then 
by to prevent ’chiseling’ on the quality and quantity of the m® 
terials purchased while asking at the same time to be given a 
carte blanche in their own sales. They will allow standards on j 
where given this carte blanche." 
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Ue need then look little farther than the manufacturing and 
advertising "pressure lobbies" in Congress to explain the lack of 
consumer standards. Organized consumer Interests are few and have 
not the financial resources necessary to fight these "pressure 
lobbies" with lobbies of their own. To point out the possible ways 
of organizing consumers so that their interests would be protected 
, consumer cooperation) is not the purpose of this chapter. 
However, some suggestions may be offered here as to what could be 
done by governmental agencies to protect consumer interests: 

(1) A federal Consumers' Standards Bureau might be established. 
This bureau would be provided with a staff of commodity ex¬ 
perts with adequate funds at their disposal. 

(2) After specifications have been established, the products of 
manufacturers who claimed to follow these specifications 
would be checked before they entered channels of distribution. 

(3) Methods of easy identification would be made available to the 
consiamer so that he could verify the fact of manufacture in 
accordance with specification. 

(4) Consumers should so regulate their purchases that it would be 
a business advantage for manufacturers to manufacture, and 
dealers to market, according to specification. The importance 
of this cannot be overstressed. What sellers want more than 
anything else is customers. If a dealer sees his customers 
disappearing to buy standardized goods elsewhere, he will soon 
adopt standards himself. A business advantage will accomplish 
much more along this line than will the activities of the Fed¬ 
eral Trade Commission. 

(5) The Consumers' Standards Bureau would need to be incorrupti¬ 
ble. If it were not, it would become a tremendously potent or¬ 
ganization functioning directly contrary to consumer interests. 

Standards would by no means do away with "individuality." The 
purpose of standards is to prevent consumers from being deceived, 
not to dictate tastes and fashions. Standards would allow the 
manufacture and sale of "tailor-made" commodities and permit the 
freest possible play of consumer choice where individual taste, 
fashion, and similar factors are of Importance. These goods would 
merely be required to be labeled "non-standard" and be labeled 
accurately with respect to their own qualities. 

The cost of a standardization program would be small in com¬ 
parison to the savings effected. The NRA Consumers' Advisory Board 
estimates that the federal government saves $100,000,000 a year 
by use of specifications in its purchases. The Association of 
American Colleges has been able to save at the rate of a little 
over a hundred dollars for each hour of service rendered. The As- 
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sociation found, for example, that by changing the specifications 
on tennis nets, the life of the nets was doubled and the cost re¬ 
duced from $36 a dozen to $16.50 a dozen. Although these savings 
involve such factors as quantity purchasing, the figures give some 
idea of the great ajno\int of saving. It seems probably that effect¬ 
ive standardization for consumers buying at retail would result 
in savings of many millions of dollars annually from the total 
retail bill. The probable saving would much more than cover the 
cost of such a standardization program. 

THL CHANGING STRUClURi: OI- COMPETiriON 

In the '70's and ‘SO's there was a fairly well-defined scheme 
of distribution that proceeded from producer to wholesaler to 
retailer to consumer. Each had certain functions and confined his 
activities to them. The market was still expanding faster than 
production. There were nvunerous opportxmities to make profits. 
Competition, when it sprang up, developed along horizontal lines. 

Gradually, however, this state of affairs began to change. 
Production caught up with the market, passed it. Technology in 
the meantime kept progressing. Improved methods of transportation 
and communication Increased the "space area" of the market. Mod¬ 
ern refrigeration methods, tin cans, and such operations as "hedg¬ 
ing" on the Produce Exchange expanded the "time area" of the mar¬ 
ket. Machines led to more machines with consequent large produc¬ 
tion units and high fixed costs. There arose for the producer the 
problem of obtaining both a larger and a steadier volume of trade. 

At first there was an increased intensity in the frenzied 
pursuit of the consumer's dollar. Retailer fought retailer, whole¬ 
saler struggled with wholesaler, manufacturer with manufacturer. 
But it took little time to make it clear to all that this was mu¬ 
tually detrimental, that the harder one struggled with one’s ri¬ 
vals the less successful each came to be. 

A trend toward combination set in, with the expressed pur¬ 
pose perhaps of accomplishing operating economies, but with the 
effects, in many cases, of price fixing, of financial profits 
through stock manipulation, and of advantages to "control groups- 
Competition, which had been principally along the well-defined 
horizontal lines became more complex. In all lines of Industry 
there were in evidence attempts to control the entire process 
from production to sale to the ultimate consumer, and to create 
large-scale operation so as to have greater bargaining power^in 
buying and selling relationships. Efforts were made to gain a 
grip on the consumer," This is evidenced by the beginnings of na¬ 
tional advertising by manufacturers, "factory to consumer sell 
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ing, installment selling financed by manufacturers, ’’manufactur¬ 
er's outlet" stores, and chain stores manufacturing their ovm 
goods or selling their own brands. 

While it was evident that certain distributive functions had 
to be performed, regardless of distributive organization or meth¬ 
od, it was clear that by eliminating superfluous middlemen certain 
significant changes would result: 

(1) There would be more active and aggressive selling efforts. The 
jobber has neither the time nor the inclination to push the 
sale of a particular product or the products of a single man¬ 
ufacturer. The retailer is in a similar situation. However, a 
firm that combines the functions of manufacturer, wholesaler, 
and retailer has both the opportunity and the incentive to 
push its own merchandise. 

(2) The profits of superfluous middlemen would be eliminated or 
would be gained by the larger-scale concerns using the new 
methods. Thus with the consumer paying the same price, or 
even a little less, for the merchandise, the manufacturer 
could afford to maintain warehouses, retail shops, and adver¬ 
tising, clerical, and sales forces and still earn a larger 
profit than he would make by more specialized business as a 
manufacturer or distributor. 

Chain stores . Of the great niimber of new marketing arrange¬ 
ments that arose, the most significant one as far as consumer in¬ 
terests are concerned is the chain store. The Federal Trade Com¬ 
mission defines a "chain” as an organization "owning a controlling 
Interest in two or more establishments which sell substantially 
similar merchandise at retail." According to Bureau of the Census 
figures for 1935 (the last year for which complete data are avail¬ 
able) there were in that year more than 6,000 retail chains op¬ 
erating a total of nearly 140,000 stores. Chains did 20 per cent 
of all retail business in 1929. In 1933, 25.4 per cent of the re¬ 
tail trade went to chain stores. In 1935, their percentage had 
dropped to 22.8. Evidence since 1935 indicates that the chains 
probably have regained their earlier position. The Importance of 
the chains is further emphasized by their apparent tendency to in¬ 
crease at a faster rate than Independents. 

It has been pointed out that price unrelated to quality is 
meaningless. However, the problem of quality is in no sense one 
of chains versus independents. It is rather a problem of stand¬ 
ards. There appears to be no evidence to Indicate that the chains 
offer goods of an Inferior quality compared to the goods offered 
by Independents. What little study was made of this question by 
the Federal Trade Coaimlsslon led thra to the conclusion that the 
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"coiTiparisons of the grade scores Indicate that the chains compare 
favorably with other distributors in the quality of their private 
brands of canned vegetables and fruits." It seems relevant there¬ 
fore to focus attention directly on prices and gross margins. 

Competitive advantages of chains. When asked why he patron¬ 
izes the chain store, the consumer’s most frequently stated rea¬ 
son is "lower prices." Ho other reason given for buying from 
chains approaches it in importance. Consumers appear to believe 
that, on the whole, they obtain merchandise at lower prices in 
the chain stores. 

The Commission made a study covering the grocery trade in 
Washington, Detroit, Cincinnati, and Memphis, and the drug trade 
in Washington, Cincinnati, and Memphis. It found that "in general 
the chains were passing goods into the hands of consumers at a 
smaller gross margin and a smaller percentage of the sales price 
than were either the independents or the cooperative chains. This 
was after eliminating special discounts and allowances. This show¬ 
ing is all the more significant when coupled with the fact that 
the total sales price of the chains was less, providing a smaller 
base on which to calculate the percentages." 

In the grocery division of the study in Washington, the fig¬ 
ures showed that "expressed as a per cent of sales, the unweight¬ 
ed chain margin was 23.25 per cent and that of the independents 
26.24 per cent. When weighted by chain volume, the chain gross 
margin was 18.99 per cent of sales and that of the independents 
23.01 per cent. Comparable figures after applying independent 
volume were 17.70 per cent and 20,88 per cent." Similar studies 
in the other cities in the grocery business and in the drug trade 
produced slightly different figures, but on the whole the results 
were similar. 

The question of price does not, of course, cover all phases 
of the problem, chains vs. Independents. The personal relations 
which many people have with owners of Independent stores are, to 
those people, of great Importance. Many persons also feel - in 
some cases apparently with full justice - that chains would tend 
to exploit consumers if they were not subjected to competition 
by independents. Again, many believe that the services rendered 
them, on personal grounds, by their independent grocers and drug¬ 
gists are superior to those offered by chain stores. 

Some of the reasons why chain stores can afford to offer 
merchandise at lower prices are perhaps open to question. The com 
petltlve prices and trade policies of chain stores are often not 
what is termed "fair competition" by the small Independent retail¬ 
er. The large buying power of chains has led manufacturers to 
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make them many special concessions in prices, promotional allow¬ 
ances, discounts, allowances for brokerage, free goods, etc. 
which are competitive handicaps to the Independent. However, con¬ 
sumer interests are not directly concerned with the competitive 
problems of a particular type of distributor, but they -ire direct 
ly concerned with long-run lower prices. 

im; ROHJNSON-PA'I MAN ACI' 

In recent years there has been a drive along various lines 
to limit the power of chain stores. The early manifestations of 
this were in state tax laws which affected the chains either di¬ 
rectly or indirectly. These did not satisfy the opponents of the 
chain stores. The opposition began to work for a federal law. Be¬ 
cause of the increasing dread in many people's minds of "bigness" 
and "monopoly," the opposition did not have to go far to find 

sympathetic listeners. The fruit of their endeavors is the Robin- 
son-Patman Act. 

The Robinson-Patman Act amends and supplements existing fed¬ 
eral anti-trust laws. It contains four sections. Section 2 was en¬ 
acted at the request of the Federal Trade Commission merely to 
preserve existing causes of action under Section 2 of the Clayton 
Act. Section 4 protects cooperative associations. The civil sec¬ 
tion, Section 1 : 

(a) prohibits discrimination in price between different purchasers 
of commodities of like grade and quality where the effect of 
such discrimination may be substantially to lessen competition 
or tend to create a monopoly; it does, however, permit differ¬ 
entials making due allowance for differences in the cost of 
manufacture, sale, or delivery provided the Federal Trade Com¬ 
mission may fix, establish, and revise quantity limits, limit¬ 
ing the maximum quantity price differentials "where it finds 
that available purchasers In greater quantities are so few as 
to render differentials on account thereof unjustly discrimi¬ 
native or promotive of monopoly; 

(b) permits sellers to select their own customers in bona fide 
transactions and to change prices in response to "changing 
conditions affecting the market for or marketability of the 
goods concerned;" 

(c) prohibits the use of brokerage commissions or their equiva¬ 
lents as disco\mta from selling or buying prices "except for 
services rendered;" 

(d) prohibits the furnishing of services or facilities or the pay¬ 
ment of advertising allowances unless such are available on 
"proportionally equal terms" to all. 
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The burden of rebutting the prime facie case is placed upon 
the person charged with the violation. Unless "Justification*' is 
shown the Coinmission may issue a cease and desist order. A sell¬ 
er can justify himself by showing that his action was taken in 
good faith to meet an equally low price of a competitor or the 
services or facilities furnished by a competitor. 

The criminal section, Section 3 provides that a person is 
subject to a fine of not more than $5,000 or one year's imprison¬ 
ment or both if he is convicted of: 

(a) discrimination in discounts, rebates, allowances, or adver¬ 
tising service charges In respect of a sale of goods of like 
grade, quality, and quantity; 

(b) selling goods at lower prices locally than elsewhere to de¬ 
stroy local competition; 

(c) selling goods at "unreasonably low prices" to destroy compe¬ 
tition. 

Questions will be asked as to how one should interpret the 
equivocal phrases of this act. The answer appears to be that there 
is little certainty. Many business men, lawyers, and accountants 
admit they are confused. Others who purport to know, show a con¬ 
sistent, but not surprising, lack of agreement. That it is one of 
the most ambiguous of all our laws, few will care to deny. As such, 
it is Congress' gift to lawyers and accountants. 

There la, however, another set of facts the consumer should 
know about this act, a set of facts that will yield more signifi¬ 
cant conclusions than a study of the actual terminology of the 
act. 

The Roblnson-Patman Bill is alleged to have been originally 
drafted, not by Senator Robinson or Congressman Patman, but by 
the counsel for the United States Wholesale Grocers' Association. 
This association had taken an active part in the development of 
the NRA codes affecting the grocery trade. Realizing the possible 
unconstitutionality of the codes, the association officials began 
to consider an amendment to the anti-trust laws which would accom¬ 
plish benefits similar to those expected to be gained under the 
codes. All this Is evidenced by the fact that on March 21, 193* a 
bulletin was mailed to all members of the United States Wholesale 
Grocers' Association from its office in Washington. This stated 
that the general counsel of the association was preparing a bill 
to be submitted to Congress calling for amendments to the Clayton 
Act and the Federal Trade Commission Act to control and deal wit 
special discounts granted by manufacturers to the large chain 
stores. The bill was discussed at an association convention in 
May. Nothing further was done until the Supreme Court declared 
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NRA unconstitutional on May 27, 1935. The history of the bill 
from that time la typical of lobbying, pressure bloc practices 
except for the fact "that this bill was pushed through relatively 
easily. It was passed on June 19, 1936. 

This account of the bill Is presented merely to show that the 
action taken was taken In the Interests of others than consumers. 
Whether the purpose of the act will be achieved is a question 
which can only be answered in the future. In the time that has 
elapsed since the passage of the act, there are no adequate sta¬ 
tistics that show whether it has had any substantial effect. What 
statistics are available show that the chain stores have in no 
way ceased to prospel*. 


CHAIN-STORU TAXKS 

Closely related to the same conditions is the trend of chain- 
store taxation. At the beginning of 1941, nineteen states had 
chain store tax laws, several others had taxes which indirectly 
affected chains, and others had bills under consideration which 
were concerned with chain store taxation.^ Many of these chain- 
store taxes are graduated In such a way as to impose heavier pen¬ 
alties on the large chains than on the small ones. In these cases 
the tax is made progressively higher according to the number of 
stores in a chain. It is still too early to tell what the effects 
of these taxes will be. There is a tendency for the large chains 
to cease operating some of their stores in states {for example, 
Louisiana) which have steeply graduated progressive taxes. 

The Survey of Business , 1957 -38, by the Bureau of the Census 
points out that "a recent trend toward larger unit stores among 
chain systems has been accentuated by the effect of chain tax laws 
in many states, which operate to fix the tax on each unit accord¬ 
ing to the total number of units within the state. In some kinds 
of business, notably grocery and combination food stores, so- 
called super-markets (large food stores selling fresh meats, fruits 
and vegetables, and dairy products In addition to groceries) fre¬ 
quently replaced a number of small grocery units." 

It la probable also that new corporate and other devices will 
be resorted to by chains in their attempts to avoid these taxes. 

The motives behind these laws appear again to be those of business 
concerns (Independent retailers, wholesalers and some manufactur¬ 
ers) which are acting in their own interests rather than those of 
consumers. Whether it is desirable, on other grounds of public 

1. It Is interesting that a few of the states that formerly had 
chain-store tax laws have repealed them. The number havlne such 
laws In May, 1937 was twenty-one. 
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policy, to use the power of the state to holster independent busi¬ 
ness is, of course, quite a different question. 

The Federal Trade Commission has something interesting to 
say on this subject. It states that "the theory of the resolution 
under which the investigation was conducted is that chain store 
merchandising has developed or is developing to a point where it 
threatens to monopolize the field of retail distribution." "The 
competition which they (the chains) furnish to each other, sup¬ 
plemented by that of Independent stores, would seem to prevent 
monopoly by any individual chains." Actually, "should the trend 
of the past twenty years and particularly of the last decade con¬ 
tinue for a like period, we shall have a condition in some lines 
of chain store merchandising that few will dispute is monopolist¬ 
ic." 

The Commission's specific disapproval of special chain-store 
taxes, either by the states or by Congress, is summed up as fol¬ 
lows: "Such a policy (taxing away the chains' advantages) however, 
would Involve destruction of the chain's ability to make lower 
prices than Independents and would provoke widespread discontent 
from consumers. Pro tanto, any tax on chain stores which substan¬ 
tially lessens their ability to undersell independents is open to 
the same practical objection. If ability to undersell based on 
greater efficiency or on elimination of credit and delivery costs 
is destroyed by taxation, it is the consuming public which will 
really pay the tax and not the chain." 

THE MILLER-TYDINGS PRICE MAINTENANCE ACT 

There recently has appeared another form of legislation af¬ 
fecting retail trade and also affecting consumers. It appears un¬ 
der the guise of "fair trade practices" and "protection against 
loss leaders." It results, however, in raising prices so that the 
consumer must pay more without any addition to the material values 
or services which he receives. This is the resale-price-mainte¬ 
nance "drive" and its culmination in the passage of the Miller- 

Tydings Price Maintenance Act. 

The Act amends the Sherman Act by providing that nothing in 
the latter act shall render illegal contracts or agreements which 
prescribe minimum prices "or other conditions" for the resale of 
a branded item "which is in free and open competition with com¬ 
modities of the same general class produced or distributed by 
others, when contracts or agreements of that description are la 
ful as applied to Intrastate transactions." It provides also tha 
the making of such contracts or agreements shall not be an unfa r 
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method of competition under Section 5 of the Federal Trade Com- 
mision Act of 1914. 

The act in other words removes federal obstacles to the en¬ 
forcement of contracts which the states themselves have declared 
lawful. At the time of the passage of the bill, forty-two states, 
all except Alabama, Delaware, Mississippi, Missouri, New Hampshire, 
and Texas had such "fair trade acts." The act eliminates the last 
barrier to the countrywide application of resale price maintenance 
agreements. Althou^ court tests in California and Illinois had 
proved favorable to the state laws, many manufacturers had held 
back for fear of running afoul of the federal anti-trust laws and 
the consequent expense of "domesticating" in each state. That 
manufacturers will take advantage of this act is evident. In New 
York State under the Peld-Crawford Act more than four thousand 
products in drug and cosmetic lines alone were placed under the 
provisions of the law before the passage of the federal bill. 

It is claimed by proponents of the measure that resale price 
maintenance will enable the manufacturer to maintain quality and 
do away with misleading advertising. If such be the case, it has 
yet to be proven. A brand is by no means an assurance of quality. 

In fact the very nature of a brand Is such that once it has gained 
a "grip on the consumer" it is easy to lower the quality without 
the consumer knowing it. It would be quite a different matter if 
a brand were a "scientific standard," but unfortunately It is not. 

This law eliminates all price competition among retailers up¬ 
on the articles it affects. Such a situation tends to weaken the 
position of chain stores In regard to these articles. They can no 
longer lawfully offer the prices justified by their superior ef¬ 
ficiency and superior buying power which normally enables them to 
sell at lower prices. 

It is possible, for two reasons, that resale price mainte¬ 
nance may react as a boomerang on manufacturers. In the first 
place, it is felt that there may be an increase in the number and 
volume of sales of consumers* cooperatives. In the second place, 
there will probably be an increase in "private" brands. The large 
chains formerly manufactured their own brands to some extent, and 
now this practice may be extended more and more. 

Accompanying the manufacture of "private" brands, there may 
be a form of advertising campaign Illustrated by that of R. H. 

Macy and Company In New York: "We want our customers to knov/... 
which manufacturers use this new law to force higher prices on the 
public. So we will give them a clear choice: 

(1) You will find price-fixed merchandise in Macy's identified in 



188 


CONSUMERS AND THE MARKET 


this way: ’Price fixed by the manufacturer or wholesaler under 
the Peld-Crawford New York Law.' 

(2) You will find price-free merchandise xmder Macy's own quality 
brand bearing this label: 'Macy's own. Why pay more? Quality 
approved by Macy's Bureau of Standards.'” 

Again, it is too early to tell whether this legislation will 
have its intended effects. The above methods may be used to com¬ 
bat laws which guarantee profit margins to distributors by price- 
fixing contracts, passed under the guise of "loss-leader” legis¬ 
lation. It must be noted again, however, that the purpose of the 
law is directed by business, rather than by consumer, interests. 

CONSUMER CREDIT AND INSTALLMENT SELLING 

For many purchases consumers no longer pay cash or by means 
of open account. They pay on the installment plan or borrow money 
in order to pay cash, which amounts to the same thing in the sense 
that it is a form of consumer credit. Installment selling is not 
a new phenomenon. There are evidences that it existed in ancient 
Rome, in the Middle Ages, and in the federal land policy of the 
United States. Yet the great growth of installment selling has oc¬ 
curred since the World War. Prior to that time it was confined in 
the retail trade to a few articles and was practised by relative¬ 
ly few merchants. 

It received its main impetus in the retail field from the 
automobile industry. Automobile manufacturers found themselves 
with much unused productive capacity and high overhead costs. They 
realized that while mass production would enable them to make low¬ 
er prices to consumers, the prices would still be too high to per¬ 
mit a great number of consumers to pay cash for a car. Thus the 
Installment plan was worked out. It spread from industry to indus¬ 
try. In many cases it became necessary to adopt It for competitive 
reasons. Modern advertising and sales arguments drummed into con¬ 
sumers the advantages of the installment plan and other forms of 
consumer credit; and there are advantages, provided that the par¬ 
ticular consumer is reasonably sure of a steady income. This type 
of mass financing has brought within the reach of people of aver¬ 
age means a wealth of goods which previously had been beyond their 
grasp. 

In 1929, according to Bureau of Census figures, the voliime o 
Installment sales was about six and one-half billion dollars, or 
approximately thirteen per cent of all retail sales- In 1935 it 
was about two billion dollars. If we add to this figure five hian- 
dred and twenty-five million dollars, the amount estimated to have 
been lent to consumers in 1935 by personal finance companies, in- 
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dustrlal banks, pawn shops, personal loan departments of ccnuner- 
cial banks, credit unions, and remedial loan associations, we have 
some idea of the extent of consumer credit In that year. 

Wage assignment. One of the most significant phases of con¬ 
sumer credit has been the abuses connected with it. One of the 
most important of these abuses is the wage assignment. When a 
debt is secured by a wage assignment and the debtor defaults, the 
creditor may merely file a copy of the assignment with the debt¬ 
or's employer and demand payment of the amount so assigned from 
the debtor's current salary or wages. A study made in 1936 for 
the Monthly Labor Review reveals that in the plants reporting dur¬ 
ing the year May 1, 1933 to April 30, 1934 the number of wage ex¬ 
ecutions per thousand employees (based on 10,053 employees) was 
79.9. In particular cities the rate of wage executions per thou¬ 
sand employees was extremely high. For instance, in Memphis it 
was 523, in Birmingham 343, in Chicago 159, and in Kansas City 
154. Although these figures for wage executions Include both wage 
assignments and garnishments and are not solely the result of in¬ 
stallment sales, they serve to show the extent to which employees 
have their wages tied up. 

Not only does this result in the laborer's wages being with¬ 
held, but the laborer may even lose his job. The employer may try 
in a variety of ways to avoid the expense and annoyance of han¬ 
dling wage executions. While some employers set up departments to 
do this, others adopt a policy of firing the worker. The consumer 
has some legal protection against wage assignments, but it is by 
no means adequate. In many states there is no statutory reference 
to assignments of wages and the validity of these instruments de¬ 
pends upon the right to dispose of one's property, subject to re¬ 
strictions Imposed by Judicial decisions. 

While it may be argued that creditors should be protected 
against default by their debtors, there also are strong grounds 
for arguing that the wage-assignment method, by making it extreme¬ 
ly easy for buyers to get credit, opens up market opportunities 
to unscrupulous sellers and lenders. It follows that buyers and 
borrowers need also to be protected. Prohibition of such credit 
practices is not enough. Other methods of providing credit to 
needy consumers will have to take the place of this one. 

Credit charges . Perhaps the most striking abuse of consumer 
credit is the way charges are concealed and misrepresented. They 
often are levied in such complicated terms and with such lack of 
standardized practice that it is very difficult to compare costs 
of credit. Consumers, therefore, are prevented from shopping in¬ 
telligently for credit. In fact sellers sometimes refuse to give 
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the essential facts as to credit charges and terms until the cus¬ 
tomer has definitely decided to make a purchase. 

The devices used to deceive the consumer as to credit charges 
are numerous. One example will suffice to show the general pat¬ 
tern. The loan company may advertise a 6 per cent rate. The loan 
is then discounted by taking out in advance the amount charged 
for the use of the borrowed money. Thus the borrov/er gets less 
than the face value of the loan but pays Interest on the full 
amount. A loan discounted at 6 per cent for a year yields approx¬ 
imately 6.4 per cent. In addition to the discounts, the borrower 
must repay the loan in monthly installments. He therefore actual¬ 
ly has the use of only approximately half the funds for the life 
of the loan. As a result the nominal rate is really doubled. 

There are an endless number of abuses. Those already consid¬ 
ered by no means exhaust the list. There are all sorts of exorbi¬ 
tant delinquency fees, prepayments, refinancing charges, reposses¬ 
sion, recording fees, legal fees, "fake skip tracing" fees, etc. 
And no matter what they are called, all of them take the consumer's 
money. 

Fortunately, there also have been important improvements in 
some features of consumer credit. Some highly reputable credit 
concerns in this field have established standard terms and charges 
which appear to be quite fair and reasonable. These concerns are 
conservatively managed, and try to avoid extending credit in ex¬ 
cess of a customer's ability to pay. Yet in spite of these improve¬ 
ments, the essential problems remain. People whose economic condi¬ 
tion makes them "bad credit risks" cannot borrow from the concerns 
described here. Consequently, in order to get credit, these peo¬ 
ple (the people who are poorest and most in need) ordinarily can 
deal only with the most unscrupulous dealers in credit. 

Reasons for abuses. We do not have to look far to find the 
reasons for the^e abus^. In the first place the usual consumer is 
ignorant of whatever legal rights he has. Secondly there are in¬ 
adequate laws for his protection. Thirdly and most important, he 
could not defend himself even if he did know his rights because it 
would be too costly. Sellers, however, bring action. They know the 
customer will not defend himself. What is more, a seller will 
bring action even if it is uneconomical in a particular case be¬ 
cause of the disciplinary effect Involved. 

The consumer is also in difficulty because of the way finance 
terms are stated. There is only one accurate way to express the 
price of the use of money, ^._e_., by a given percentage on a given 
principle for a given time. In installment credit the balance of 
the debt is reduced by payments from month to month. The way to 
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express this credit, therefore, Is In terms of a given percentage 
on the current unpaid monthly balance. In recognizing this, the 
Consumers' Advisory Board of the National Recovery Administration 
requested to have the following written into the finance compa¬ 
nies' code: "No finance corporation shall accept Installnient paper 
from any retailer unless the price differential between cash and 
deferred payment price be expressed not only as money but as a 
percentage computed on the basis of the current unpaid monthly 
balance." This request was not accepted. 

About thirty states now have Small Loans Acts. These acts 
apply to sums of three hundred dollars or less. Maximum rates per¬ 
mitted on the current unpaid monthly balance vary from 1-1/2 per 
cent to 3 -I /2 per cent. While this kind of legislation aids the 
consumer somewhat, it could hardly be applied to all forms of con¬ 
sumer credit. Dealers could get around such a law merely by rais¬ 
ing the cash price of the merchandise sold on the installment plan. 

Credit unions. The rise of the credit union in the last three 
decades has afforded the consumer some relief. Under the credit 
union plan, employees of a particular factory or business, or mem¬ 
bers of particular groups form an association the members of which 
deposit their savings with the treasurer of their particular cred¬ 
it union and loans are made to members of the association out of 
these savings. Credit xmions are not organized for profit. They 
are purely cooperative. 

The advantage of credit unions lies in the opportunity of 
the members to secure loans at low rates of interest. This is made 
possible by the fact that there are no operating expenses, offi¬ 
cers receiving no pay for their services. The main disadvantage 
of the credit union is the limited number of loans which can be 
made, because of both limited resources and the fact that they are 
made only to members of a particular group. Furthermore, employees 
are not eligible for loans in most cases until they have been em¬ 
ployed for a certain amount of time with the company. 



39. CONSUMER COOPERATION 

THE BASIS OF COOPERATION 

The two preceding chapters have exposed two fundeumental dif- 
riculties that confront consumers. These are; (1) the low incomes 
of most families which make it necessary for them to exercise 
great care so as to secure the greatest possible benefit as con¬ 
sumers in return for the closely limited amounts of money that 
they spend; and (2) the weaknesses of individual consumers in 
dealing with the business enterprises from which they buy. It is 
primarily toward the overcoming, or minimizing of these difficul¬ 
ties that consumer cooperation is directed. 

During recent years there has been a great rise in interest, 
among people in the United States, in the consumer cooperative 
movement. The interest which everyone has in getting the best pos¬ 
sible goods at the lowest possible price, dormant or anaesthetized 
in "normal" times, has been stimulated to action by a combination 
of influences. The popular concern with this question has been 
initiated by the widespread personal insecurity that followed 
1929. It has been fostered by a number of striking books on how 
to get one's money's worth and on how consumers serve as guinea 
pigs for advertisers. The establishment of research institutions 
to advise consumers as to the relative qualities and values of 
goods has served also to focus attention on the problems with 
which consumer cooperation deals. Some agencies of the federal 
government (e.g., the Consimer Advisory Board of the NRA) have 
helped to emphasize the importance of quality standards in con¬ 
sumer goods; others {the Bureau of Standards) that have no means 
of making their findings available, have at least become better 
known and so have played at least a silent role in the trend de¬ 
scribed here. The abortive attempt in Congress .to afford greater 
security to consigners through amendment of the Pure Food and Drugs 
Act has contributed still further to the popular interest. The 
record of European consumer cooperatives in effectively dealing 
with monopolies created such interest on the part of our federal 
government that in 1936 President Roosevelt appointed a commission 
which spent some time studying the movement in Europe and drafting 
a report to the President. 

The guiding principle of all forms of cooperation - one which 
distinguishes it clearly from unmodified individualism - is that 
people voluntarily act together to meet difficulties or to accom¬ 
plish purposes which all of the people concerned have in common* 
Since each person acta voluntarily , cooperation also differs from 
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the kinds of joint action in which people engage under the author¬ 
ity of the state. Traffic laws, for example, or laws designed to 
improve the public health, protect each person in the community 
against dangers which are common to all. But in these cases there 
is compulsion in the sense that violators of the laws are liable 
to punishment. Thus, in its economic phases, cooperation repre¬ 
sents a range of relationships among people which differ from 
those of private business, and also from rules established and 
enforced by* government. 

Yet, while cooperation differs from the common expressions 
of economic individualism, it also differs quite markedly from 
economic collectivism. The distinction here was well stated by a 
distinguished French economist and cooperator, the late Charles 
Gide. He pointed out that "cooperation is essentially individual¬ 
istic, for it implies the steady, unceasing activity of individu¬ 
al efforts with a goal in sight and moving towards it with a stub¬ 
born will. It is just because the cooperative system retains in¬ 
tact the individualist mainspring as the basis of all economic 
activity, with its spontaneity and inexhaustible resources of in¬ 
vention and renewal, that cooperation has proved fruitful and 
beneficial, whereas state socialism, the inevitable end of Marx¬ 
ism, is proving daily more sterile both in economic productivity 
and in the provision of public and private freedom." 

Economic cooperation of some kind or other always has existed 
in this country. The log-rollings and corn-husklngs of the front¬ 
ier settlers are traditional examples. In all of its forms, this 
voluntary Joint action has given added economic security to the 
people concerned. Besides these neighborly and informal kinds of 
cooperation, there have been some rather ambitious attempts at 
"producers' cooperatives," In these cases, groups of workers or¬ 
ganized and ran their own shops or factories. The producers' co¬ 
operation movement in this country has, however, been sporadic in 
nature, and most of the attempts which have been made have ended 
in failure. Such cooperative business ventures have, in many 
cases, lacked sufficient capital or encountered serious adminis¬ 
trative difficulties. It sometimes has been impossible to secure 
agreement among the worker-members as to operating policies. 

Again, in times of stress within the business, members have been 
known to withdraw from the cooperative in order to accept jobs 
which* for the time at least, were more lucrative. 

A more enduring form of economic cooperation in the United 
States has been cooperative marketing associations. These asso¬ 
ciations are especially well adapted to the needs of agriculture 
and consequently have arisen principally among farmers. Their for- 
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mation has occurred most frequently in places where local monopo¬ 
lies have heen the only buyers of fanners’ produce, with restilt- 
ing disadvantages to the farmers. This condition has led to the 
creation of a considerable number of cooperative creameries, co¬ 
operative grain elevators, etc., in regions where farmers produce 
some staple agricultural commodity in sufficient quantities to 
warrant such joint enterprises. The California Fruit Growers Ex¬ 
change is a notable example of a marketing cooperative which con¬ 
ducts its affairs on a much wider scale. The Exchange is the sell¬ 
ing agency for more than two hundred local associations of citrus- 
fruit growers. It has cultivated and developed the national mar¬ 
ket for California citrus fruits. By regularizing the shipment 

* 

and delivery of citrus fruits to principal markets, it has even 
been able to stabilize, to some extent, the supplies of oranges, 
lemons, limes, and grapefruit entering these markets, and thus to 
avert some of the oscillations in price of these products. Mar¬ 
keting cooperatives have as their members producers of goods. 
Their cooperation, however, does not extend into the actual pro¬ 
duction of goods, but applies only to the selling of the goods 
produced Independently by each member. 

Both producers' cooperatives and marketing cooperatives are 
ways of organizing and conducting business for private gain. The 
benefits that may be derived from them go to increase the profits 
of the producers that make up their membership. They compete in 
the market with other producing and selling organizations. They 
operate on the supply side of the commodity markets. Consumer co¬ 
operatives, on the other hand, operate on the demand side of the 
commodity markets. 

Consumer cooperative societies also represents way of or¬ 
ganizing and conducting business. Yet the people who join these 
societies reject both the principle and the fact of competitive 
business. It may be said that monopolies and trusts also reject 
competition; such organizations of business are in agreement with 
the cooperative societies in that they desire to escape the 
wastes of competition. The obvious difference between the two 
lies in the purposes which they serve; monopolies and trusts seek 
to maximize their profits, while cooperative societies aim at max¬ 
imizing the quantities and qualities of goods and services secured 
by their members• 


THE BEGINNINGS OF COOPERATION 

The modern cooperative movement had its beginnings In England 
d\irlng the first half of the nineteenth century. The great Indus¬ 
trialist and reformer, Robert Owen, earned his title, "the father 
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of the cooperative movement," by establishing cooperative work¬ 
shops and even large cooperative communities. A "distributive co¬ 
operative" - in which goods were exchanged according to the amount 
of labor spent in producing them - was opened by Owen in 1828 and 
died, an utter failure, in 1834. Owen’s other cooperative ventures 
did little better. The objective sought by Owen, and by others of 
that time who organized and directed cooperative societies, was 
that of eliminating profit, the profit motive, and the restrictive 
control which profit-seekers exert on industry. Their general 
failure did not demonstrate any fault in their purpose, but 
showed rather clearly that the methods which they used were not 
effective. There was among the early advocates of cooperation a 
strong evangelical urge - an overweening desire to convert people 
to a new social gospel, and to reform economic society by reshap¬ 
ing the moral values of its members. The same purpose continues 
to motivate the cooperative movement, but the methods used have 
been made more generally consistent with the existing business 
system and the prevailing habits of people. 

After the experience of Owen and his associates, the princi¬ 
ple of economic cooperation was developed and given chief expres¬ 
sion through the modern form of consumer cooperation, which is the 
greatest achievement in this field to the present time. Consumer 
cooperation had its beginnings in the English town of Rochdale. 

The rules and principles adopted by the Rochdale Society have 
been adopted by almost all of the European consumer cooperatives. 

A brief accoiont of the history of the Rochdale Society will, 
therefore, help toward an understanding of the remainder of this 
chapter• 

The town of Rochdale is in the center of the Lancashire cot¬ 
ton manufacturing district of England. The economic conditions of 
working people in that section, during the early phases of machine 
manufacturing of textiles, were as bad as any in England. Accord¬ 
ing to a parliamentary report there were, in 1841, 1500 people in 
this town of 25,000 inhabitants existing on incomes of forty-five 
cents a week. In 1843 a group of twenty-eight weavers of Rochdale 
organized for the purpose of opening a cooperative store. Their 
plan was that this store would sell goods of exact quality and 
full measure to the members of the society and would return all 
profits from sales to purchasers according to the amounts of 
their purchases. The initial capital of one pound per member was 
so large a sum to these impoverished people that it took a full 
year for them to save it. Finally, in December, 1844, the store 
opened for business in an old warehouse and the organization 
adopted the name, Rochdale Society of Equitable Pioneers. The bus- 



196 


CONSUMERS AND THE MARKET 


Iness of the society during the first year amounted to about 
$3,500. Ninety years later, in 1934, the to'wi of Rochdale had 
grown to a population of 96,000, and the Society of Pioneers to 
a membership of 44,000. The capital of the society amo\anted to 
$2,850,000, and the volume of business in the year 1934 to 
$3,600,000. 

In addition to consistently able management, the conditions 
which appear to have favored the success of the Rochdale Pioneers 
from the beginning were principally: 

(1) The leaders of the society were experienced in organization. 
Several had taken active parts in the Chartist movement of 
that period. 

(2) The members were zealous and self-sacrificing in their ef¬ 
forts to overcome initial difficulties. They believed firmly 
that their efforts would work important social reforms. They 
also felt that it was their own movement - which had not been 
the case in the earlier cooperatives of Robert Owen. 

(3) The business was conducted entirely on a cash basis. Some 
earlier cooperatives had suffered from extending credit to 
customers. 

(4) The "profits*' of the store were not paid in dividends to 
shareholders, but were returned to member-customers on the 
basis of the amount of their patronage of the store. The 
owners of share capital were paid a small rate of Interest 
on their investment. 

(5) Non-members were permitted to patronize the store. The 
shares in profits which accrued on account of their purchases 
were not returned to them but were allowed to accxunulate un* 
til they amounted to enough to pay for a share of stock for 
the particular non-member customer. Then he became a member 
on the same basis as others. 

(6) The founders adopted the principle of allowing one vote to 
each member regardless of the amount of stock any particular 
member might hold. 

The last four of the conditions named above are properly to 
be regarded as the principal "loiles" of the Rochdale Pioneers. 
Although they were set up as working principles a century ago, 
they continue to be extremely important to the consumer coopera¬ 
tive movement. Most successful consumer cooperative societies 
have been, and are, operated according to these rules. The case is 
well stated by Charles Gide: "No cooperative organization that 
violated the Rochdale principles has ever permanently succeeded; 
and no cooperative organization that adhered strictly to these 
principles has ever failed." 
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The movement that commenced at Rochdale spread rapidly. By 
1851 there were some 130 retail cooperative societies of the Roch¬ 
dale pattern in the North of England and Scotland, In 1863 a con¬ 
siderable ntunber of these local societies organized the North of 
England Cooperative Wholesale Society, each local society sub¬ 
scribing capital to the new wholesale cooperative. This organiza¬ 
tion grew rapidly and soon became the powerful British Cooperative 
Wholesale Society which now consists of more than one thousand 
local cooperative societies. It has more than $10,000,000 paid 
up share capital. In 1935 its sales equalled about $500,000,000. 

It owns some 140 factories, olive plantations in West Africa, 
farms in Canada, its own steamships. It is the largest British 
manufacturer of flour and of shoes. Its industries are reported 
to employ 36,000 men. There also are in Britain three other whole¬ 
sale cooperative societies. 


PRL-WAR DliVtLOPMliNT IN EUROPE 

Most of what is known empirically of the consumer cooperative 
movement has come from European experience. It is from the back¬ 
ground of successful European operation that much of the practi¬ 
cal interest in the movement by people in the United States has 
come. Many of the spokesmen for consumer cooperation in this coun¬ 
try, and a considerable proportion of the participants in the 
movement, base their advocacy on knowledge of what has been done 
by cooperative societies In Europe, As was mentioned earlier in 
this chapter. President Roosevelt, in 1936, appointed a commis¬ 
sion to study and report on cooperative activities In European 
coimtries. This was an official acknowledgment that cooperative 
enterprise was a possible means by which American people, unused 
to such activity, might act voluntarily In dealing with the com¬ 
plicated economic problems that beset them. 

Since the beginning of the present war in Europe It is prob¬ 
able that the movement In the various countries has become disor¬ 
ganized, and the imposition of strict governmental control over 
business must, among other things, hr.ve severely limited coopera¬ 
tive activities. Yet, whatever the present situation may be, or 
the future may bring, European experience supplies the basis for 
most of our practical knowledge of consumer cooperation. For that 
reason the movement in Europe is briefly outlined here. The facts 
presented are some of those contained in the report of the Presi¬ 
dent’s Commission of Inquiry referred to above, and describe con¬ 
ditions as they were in 1936. Because of political and other 
changes that have occurred since the outbreak of war, it Is not 
possible to describe the status of consxuner cooperation in Europe 
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In general at this time. Nor, even if it were possible, would 
such a description serve as an account of European experience on 
which practical knowledge of the movement is based. For both of 
these reasons, the facts presented here are given In the past 
tense 

The record in Czechoslovakia , During the life of this repub¬ 
lic there existed about seventeen thousand cooperative socie¬ 
ties of all types, organized in some fifty federations, of which 
six represented primarily consumer cooperatives. The others in¬ 
cluded credit societies, rural electrification societies, agri¬ 
cultural purchasing and marketing societies, and some workers' 
productive societies. 

The annual business of consumer cooperatives (plus trade in 
consumer goods by agricultural societies) amounted to nearly 
$100 million. This siun, which was not quite three per cent of the 
total national retail trade, represented a considerably larger 
proportion of the total trade in household commodities. Consumers' 
cooperatives Included about 800,000 families, while the member¬ 
ship in the various agricultural societies totaled about 600,000. 
Cooperative marketing of agricultural products amounted to about 
$72,000,000 annually. Rural electrification societies had by 1936 
constructed 3,900 miles of high-tension lines and served some 
50,000 families in 1,720 village areas. 

Denmark . The Danish cooperative movement was, before the war, 
outstanding for the organization of its farmers into producer co¬ 
operatives for processing, domestic marketing, export, and the 
purchase of necessary supplies. These producer cooperatives con¬ 
trolled eighty-five per cent of the export of bacon, forty-nine 
per cent of the export of butter, eighty-three per cent of the 
Import of fodder, and thirty-nine per cent of the Import of fer¬ 
tilizer. They operated slaughterhouses and bacon factories, dai¬ 
ries, and other processing plants. The total turn-over of agri¬ 
cultural societies -amoimted to $278 million in 1935. 

The retail trade of the consumer cooperative societies 
amounted to about $63 million annually. The gross business of the 
wholesale society was approximately $40 million, about $11 million 
of which represented the value of its own products. The member¬ 
ship represents at least one-third of the total Danish population, 
including practically every farm family but being less well or¬ 
ganized in the cities. The Danish consumers' wholesale society 
operated factories for the production of margarine, flour, binder 

1. The following description and analysis of the European movement 
is adapted from Report of the Inquiry on Cooperative Enterprise ^ 
Europe, Governme^ PrinTTng^fflce, Washington, 1937. 
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twine, and other products, while many local societies operated 
bakeries• 

Finland . In Finland the retail trade of the consiomer cooper¬ 
ative societies before the war represented between twenty-five 
per cent and thirty per cent of the nation's total retail trade, 
and an even larger proportion of the trade in household commodi¬ 
ties. The membership represented more than fifty per cent of the 
total population. Consumer cooperation was strongly organized in 
both town and country and unquestionably controlled the bulk of 
the retail food trade, with important shares of the trade in more 
general commodities. The total retail trade of the consumer so¬ 
cieties amounted to about $73 million a year. The gross sales of 
the wholesale societies amounted to more than $40 million and pro¬ 
duction by the wholesale and retail societies totals more than 
$13 million per year. 

The productive enterprises of the consumer movement in Fin¬ 
land Included match factories, a sawmill, brush works, flourmills, 
and factories for the production of margarine, macaroni, hosiery, 
underwear, chemicals, fertilizer, sweetmeats, and preserves, and 
for the roasting of coffee. 

The farmers of Finland also were organized into a number of 
cooperative federations. Cooperative dairies manufactured about 
ninety-five per cent of the country’s butter supply. Cooperative 
livestock societies had their own slaughter and packing houses. 

The cooperative egg producers' wholesale handled thirty-eight per 
cent of the Finnish egg export. 

A Finnish cooperative farm-supply wholesale, with an annual 
business of $6 million, manufactured and supplied agricultural 
equipment, and built creameries, flour mills, saw mills, rural 
electrification lines, power stations, and rural telephone lines. 
In 1929 there were nearly two hundred rural electrification soci¬ 
eties with about four thousand miles of high- and low-tension 
lines serving nine thousand rural families. 

Prance. While pre-war French consumer cooperatives had a mem- 
bershlp ofabout 2,500,000 and annual retail sales amounting to 
$233 million, they do not appear to have had the same Importance 
In the national economy as in the other countries visited by the 
President's Commission of Inquiry. This was attributed by French 
cooperative leaders to the individualistic attitude of the peo¬ 
ple. However, there are certain regions, such as the Charente 
country, where a well-integrated system of urban and rural consum¬ 
er and producer cooperatives has greatly Improved living condi¬ 
tions • 

The agricultural cooperative union Included about six-hundred 
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regional federations with some 16,000 local societies, including 
cooperative dairies and cheese factories, and wine, olive, sugar 
beet, wheat, fruit, and vegetable growers’ societies. There were 
also many cooperative agricultural Insurance and credit societies. 
The government supplied credit chiefly to farmers' societies, al¬ 
so to some four hundred workers’ productive societies, and to a 
small extent to consvimer cooperatives. 

Great Britain . In actual nxunbers the British consumer move¬ 
ment with its 7,484,000 members was the largest in any of the 
countries visited by the Inquiry.^ It was claimed by British co- 
operators that consumer cooperatives served about one-half of the 
population. Their annual turn-over of more than $1 billion was 
estimated to account for about twelve per cent of the national re¬ 
tail trade. The English and Scottish wholesale cooperative socie¬ 
ties were the largest wholesale businesses in their respective 
countries. British consumer cooperatives employed about 275,000 
persons and paid out annually in salaries and wages nearly $180 
million. The British wholesale societies engage in a considerable 
production of consumers’ goods, furnish cooperative Insurance, and 
operate extensive banking departments. 

Norway . In Norway the retail trade of the consximer coopera¬ 
tive societies amounted to about $32 million. The gross sales of 
the wholesale society to its member societies were more than $10 
million, about $4,550,000 of which represented the value of goods 
produced by the wholesale society Itself. 

The productive enterprises owned and operated by the local 
societies (numbering almost two hundred) were chiefly bakeries, 
of which there were more than one hundred, and sausage factories. 
The wholesale society owned and operated three margarine plants, 
a tobacco products factory, ^ soap factory, a coffee roasting and 
blending plant, a flour mill, a chocolate factory, a shoe factory, 
and a branch factory of the Swedish Luma electric lamp concern. 
The almost five hundred local cooperative societies operate eight 
hundred shops. They have about 140,000 members, representing with 
their families about twenty per cent of the population. 

Sweden . Cooperative consumer enterprise in Sweden transacted 
about ten per cent of the nation's retail trade, representing a 
gross retail business of nearly $104 million a year. The sales of 
its wholesale society to the retail stores totaled about $45 mil¬ 
lion, and the output of the wholesale's factories amounted to more 
than $25 million. The membership of its societies represented ap- 

1. A very large development of consumer cooperation - organized 
along quite different lines - exists in the USSR. Soviet coopera¬ 
tion will be described in Chapter 53. 
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proximately thirty per cent of the population of Sweden. Although 
its main business was in foodstuffs, it also distributed shoes, 
clothes, galoshes, tires, and many other general store articles. 

A few years ago it purchased the second-largest department store 
in Stockholm. 

The productive enterprises of the cons\imer organization manu¬ 
factured bread of all kinds, margarine, flour, macaroni, shoes, 
galoshes, tires, cash registers, electric-light bulbs, and a num¬ 
ber of other articles. The farmers were well organized into both 
marketing and purchasing associations, some of the livestock and 
dairy cooperatives operating both processing plants and retail 
outlets. 

Switzerland . Swiss consumer cooperatives served about one- 
fourth of the population and handled from ten to twelve per cent 
of the national retail trade. They included all classes of people 
and were recognized as an important element in the national econ¬ 
omy. The country’s largest flour mill, largest bakery, and largest 
meat packing plant were owned by the consumer coopeiatlves. In the 
city of Basle, fifty per cent of the food trade was handled by 
the cooperative, which included thirty per cent of the city's pop¬ 
ulation in its membership. In addition there are many cooperative 
water-supply and electrification societies. 

AIMS AND RESULTS OF COOPERATION IN EUROPE 

Objectives . While cooperatives generally have adhered rather 
closely to fundamental principles, and while they all have had as 
a fundamental purpose the saving of money for their members, they 
have differed widely in some of their general aims and policies, 
English and Scottish consximer cooperatives have looked toward the 
ultimate abolition of private profit; to the establishment of a 
cooperative commonwealth in which all business would be done by 
consumer cooperatives, or would be divided between the cooperatives 
and the state - an organization of soc iety in which all national In¬ 
come (except for a small fixed return on capital) would be paid to 
workers in wages and salaries, with all profits accruing to con¬ 
sumers in the form of lower prices. 

In Sweden an Important aim of consumer cooperatives has been 
to establish a system of "price yardsticks" - and, on this basis, 
to do enough business to Insure fair prices to consvuners. Swedish 
cooperators traditionally have believed that competition is better 
than even a cooperative monopoly. They have desired to define the 
terms of competition by doing enough retailing and manufacturing 
to make price-fixing by private monopoly Impossible. Monopoly, they 
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have maintained, can be controlled much more effectively by coop¬ 
erative competition than by anti-trust laws. 

Swiss consumer cooperators have had much the same objectives, 
except that their business has been confined more to the retail 
field. They have not desired to eliminate private enterprise. 

They have not considered it unholy. They even Joined in partner¬ 
ship with it in the business of meat slaughter and distribution. 

In many countries consumer cooperation has been basically an 
urban workers' movement. In Denmark farmers have made up the biilk 
of its membership. In Sweden, its worker membership was, in re¬ 
cent years, supplemented by large additions from farmer and white- 
collar classes. In Finland there have been two groups of constuner 
cooperatives, one composed chiefly of farmers, the other chiefly 
of urban workers. In Switzerland cooperation has been less a 
class movement than in any other country. Its membership being a 
cross section of all classes. 

Management and policies . When a cooperative has been small, 
practically all the members have felt that they had some share in 
running it, and almost all of them have had to a33\ime, at one time 
or another, some responsibility for it. In such a society, there 
usually has been a management committee corresponding functional¬ 
ly to the board of directors of a corporation. In addition to 
this central directing coimnittee, there typically have been com¬ 
mittees concerned with educational activities, with labor policy, 
with goods selection, and with other matters. The membership of 
these committees would be changed from time to time, and practi¬ 
cally every member who had any interest in how his business was 
run had a chance to help run it. In such work the members devel¬ 
oped a special loyalty to the business, which is characteristic 
of the cooperative method. 

Consumer cooperatives In Europe grew up during a period when 
private retailing was inefficient. They set new standards of ef¬ 
ficiency, reduced costs, and set standards of quality. Only in 
recent years did they face much chain-store competition. For some 
time before the current war started, this was causing cooperators 
some worry. In England chain-store business has grown, in recent 
years, more rapidly than that of the cooperatives. In Switzerland, 
cooperatives continued to hold their own in face of extraordinai? 
chaln-store competition. 

European cooperatives as a rule paid higher than going wages 
to labor, required shorter hours, and were more liberal with va¬ 
cations and sick leaves. Cooperative stores in general paid work¬ 
ers ten to fifteen per cent more than the going rate, and pen¬ 
sioned their workers. Most cooperatives employed chiefly union 
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workers, entered into collective agreements, and maintained arbi¬ 
tration boards which handled the few labor disputes that arose. 

In general, there was a close relationship between organized la¬ 
bor and consumer cooperatives. 

English and Scottish consumer cooperatives have not, on the 
whole, achieved very amicable relations with farmers. Yet in Swe¬ 
den and Switzerland, where the philosophy of consumer cooperation 
is somewhat different, there is relative peace on the farm front. 
Occasional jurisdictional conflicts have been settled in Switzer¬ 
land by Joint ownership of processing plants; in Sweden by an 
agreement {in principle) that consxuner cooperatives should do the 
retailing and farm cooperatives the processing. 

In all countries consumer cooperation became, before the cur¬ 
rent war, an established part of the business life of the nation. 
Private business had not been ruined by this new competition. It 
adjusted itself to cooperative competition and learned some things 
from cooperatives to its benefit, just as cooperatives in turn 
learned from private business. 

In most countries cooperatives have been neutral in politics. 
In England and Scotland they contributed to the Labor Party and 
also supported their own Cooperative Party. In Czechoslovakia 
the store managers were often party leaders and the stores cen¬ 
ters of political propaganda. 

European cooperatives and private business. Cooperative com¬ 
petition may have forced some changes in private-business methods, 
but it does not seem to have been fatal to private business in 
ajiy great number of cases. Efficiently operated private retail 
stores of all classes competed successfully with cooperatives. 
Cooperative competition was felt most by stores which catered to 
the working-class trade. In many countries where class distinc¬ 
tions were important, many people avoided the "workers' stores," 
as the cooperatives were called. Stores which boast of "catering 
to the high-class trade" have not been much affected by coopera¬ 
tive competition. Such competition also had little effect on those 
at the other end of the scale, which specialized in extremely 
low-priced and low-quality goods and. In some cases, extended 
credit to people who were too poor to be able to buy a share in 
the cooperative, or wait for a cooperative dividend, or pay cash. 

In Denmark, in the view of a director of the country's larg¬ 
est bank, "it is not true to say that the cooperatives destroy 
private business," Their total effect was so much to Improve the 
situation of a community that. In the opinion of this observer, it 
could reasonably be said that there was more business and more 
work to be done as a result of cooperative enterprise than there 
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would have been without lt» A director of the State Bank of Den¬ 
mark said that private business feels that the cooperative move¬ 
ment meant more competition and lower prices, but that business 
in general was better and industrial production steadier as a re¬ 
sult of cooperative enterprise and its tendency to hold down 
prices. 

In Sweden, according to the director of a private bank, co¬ 
operatives had improved the level of retail business efficiency 
and served to make their competitors more efficient. In Switzer¬ 
land, two of the three private chain-store systems in Basle pooled 
their orders for wholesale buying. Even the patronage refvmd was 
adopted from the cooperatives by many chain and private stores 
throughout Switzerland. 

In most countries cooperative pressure was in the direction 
of lower price levels. To meet this competition private retailers 
tried to adopt most or all of the cost-reducing devices of coop¬ 
eratives. In addition, the cooperatives said, private traders paid 
their labor less and require longer hours. While cooperatives 
charged that this was unfair competition, private retailers said 
that the tax advantage given to cooperatives by some governments 
was unfair. In France, the outcry of small retailers against tax 
favors to cooperatives brought about a change in the lawj after 
this change French cooperatives were taxed on exactly the same 
basis as their competitors. Similar pressure in England in 1933 
secured repeal of tax exemption for cooperative earnings retained 
for reserves. 

In England, the cooperative stores handled many trade-marked 
articles under an agreement with the Proprietary Articles Associa¬ 
tion which pledged them to maintain established prices and dis¬ 
counts. This was an lonwritten agreement, the cooperatives not being 
able to bind themselves further than permitted by the year-to-year 
decisions of their membership meetings, but, according to the sec¬ 
retary of the Proprietary Articles Association, it was fully 
served. As part of this agreement, cooperatives did not pay patron¬ 
age refunds on certain proprietary articles. The profit from these 
had, however, the effect of making the refund on other goods larg¬ 
er. 

While in England and Scotland cooperative theory looked for¬ 
ward to eventual complete cooperative production and distribution 
of consumer goods, in practice there as in other covin tries practi 
cally all cooperative enterprises had vigorous private competlticf'* 
Many cooperative leaders, particularly those of Sweden, regarded 
this as a desirable condition. They believed competition to be the 
real test of cooperative service and to furnish the stimulus to 
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keep it at a high pitch of efficiency. Similarly, they had no 
great sympathy for competitors who could not meet fair competi¬ 
tion. Like chain stores, they had been accused of putting their 
competitors out of business; they replied that when this happened 
the real reason was the inability of the private stores to mea¬ 
sure up to the highest standards of efficiency. 

Cooperatives as a rule went into manufacturing only when con¬ 
vinced that prices were being held at artificially high levels. 

In Czechoslovakia, the Inquiry learned, shoes and textiles were 
being produced and distributed so economically by private indus¬ 
try that there was no need for the cooperatives to handle them in 
large volume. 

Cooperatives did not usually find it necessary to dominate 
the manufacture of an article in order to break monopoly prices. 

In Sweden, cooperative policy was to engage in any business only 
so far as might be necessary to secure fair prices for consimers. 
Sometimes the existence of a well-financed cooperative with a 
"trust-busting" record to its credit was all that was necessary 
to prevent further monopolistic attempts. In England, however, 
the Inquiry was told by a director of the Bank of England that 
the mere threat of cooperative expansion did not check monopoly 
prices, but that actual production, as In the case of cooperative 
flour mills and bakeries, did have that effect. 

The Danish Wholesale Society's flour mill, the largest In 
the country, supplied only three-fourths of the cooperative demand 
even when running twenty-four hours a day the year around, but it 
exercised effective control over all Danish flour prices. Similar¬ 
ly, the Basle (Switzerland) Cooperative Society's bakery, supply¬ 
ing forty per cent of the bread needs of the district, effective¬ 
ly regulated all bread prices. 

In numerous Instances European cooperatives were In associa¬ 
tion with private business. Swedish cooperatives owned a fertil¬ 
izer plant that was operated by the fertilizer trust under a man¬ 
agement and natlonal-prlce-control contract. Swiss cooperatives 
owned fifty-one per cent of the stock In a large meat slaughtering 
and distributing company; private owners held the remaining stock. 
English cooperatives were minority stockholders In a number of 
private corporations. 

THE MOVEMENT IN THE UNITED STATES 

It Is only In the depression years since 1929 that the con¬ 
sumer cooperation movement has gained an Important foothold in 
the United States. Yet sporadic efforts to form cooperative so¬ 
cieties of consumers extend as far back as the period before the 
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Civil War. The earliest case on record is that of the Shakers, 
who are said to have commenced cooperative buying as long ago as 
1798. The first sustained and consistent operation of consumer 
cooperative societies was that of the Finns who settled in north¬ 
ern Minnesota, Wisconsin, and Michigan, and who had brought the 
ideas and the practice with them from Europe. 

The slowness of the movement to develop in this country usu¬ 
ally is explained along two lines; (1) the traditional individual¬ 
ism of American people which has led them to be primarily inter¬ 
ested in making money Incomes, and interested hardly at all in 
banding themselves together to insure more effective spending of 
their money incomes; (2) the fact that a growing cooperative move¬ 
ment must, pari passu , displace existing private business enter¬ 
prise, which private enterprise is deeply entrenched and finan¬ 
cially powerful. 

The growth of the cooperative movement in this country - and 
the prospects of its further growth - is so intimately bound up 
with the success or failure of private business that it must be 
studied in relation to private business. This phase of the matter 
is probably of even greater importance here than in the countries 
of Europe. The tradition of privacy of business appears to be 
stronger here, and the financial power of the "orthodox” produc¬ 
ing and distributing systems appears to be greater. The consumer 
cooperatives in this country must compete with entrenched chain- 
store systems, great department stores and powerful mail-order 
houses. Back of these retail concerns are wholesalers and jobbers, 
manufacturers, and the financial strength of private bankers and 
investment houses. All of these as economic institutions stand as 
obstructions to consxxmer cooperation. Cooperative societies- often 
have found that they were discriminated against by wholesalers and 
manufacturers (who, quite naturally, did not want to lose the bus¬ 
iness of the private retailing concerns) and that it was difficult 
for them to secure credit for their operations. People Interested 
in the movement used to say that a capital of millions of dollars 
would be needed if consumer cooperation was to hold its own against 
competition and discrimination. 

Yet the movement has started - and without being a giant at 
birth. It has begun with the organization and growth of small lo¬ 
cal societies. The total scope of activities has, however, become 
strikingly large. The editor of Retailing (a trade Journal devoted 
to the Interests of private retail business) in an editorial in 
October, 1936, estimated the membership of retail cooperative soci¬ 
eties at three million. In 1935 the total business of the 12,000 
local societies amo\inted to $400 million. In the first half of 1956, 
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the volume of cooperative business increased 13.6 per cent as 
against an estimated Increase of ten per cent in the business of 
private department stores. It also is reported that the annual 
purchase of farm supplies from rural cooperative societies doubled 
(from $125,000,000 to $250,000,000) in the five years 1929-1934. 

It will be observed that these were years in which most private 
business declined. 


COOPURAIIVES 1^5. PRIVATE SIORES 


Consumer cooperation is essentially a way in which people 
have sought to overcome some of the difficulties that have been 
imposed on them by the dominance of the market system, and, at 
the same time, to retain the advantages of that system. Apart from 
the obvious protection with regard to standards of quality in mer¬ 
chandise and the equally desirable removal of the influence of 
high-pressure salesmanship, a significant test of cooperative suc¬ 
cess lies in comparing the prices of merchandise and costs of op¬ 
eration of cooperative stores with those of privately-owned stores. 
Comparison along these lines is made difficult by differences in 
kinds of services rendered. Private stores, for example, often ex¬ 
tend credit and deliver merchandise to customers; cooperative 
stores seldom render either of these services. There are, however, 
fairly adequate data covering certain categories of cooperative- 
store costs in a few regions of the United States. These "sample" 
data, reduced to percentages of net sales, are roughly comparable 
to the same cost categories of private stores. 

In considering the comparisons that follow, however, it 
should be borne in mind that they are subject to some error be¬ 
cause of differences in accounting methods and other factors, and 
that the figures which are compared are averages of costs of many 
stores whose Individual costs vary considerably. The three groups 
of cooperative stores whose costs are available are situated in 
the West North Central states, the East North Central states and 
the Pacific Coast states. Statistics for private stores are based 
upon the Dunn and Bradstreet Retail Survey of 1936 and refer to 
general merchandise stores in small towns. The data were brought 
together for purposes of comparison by Mr. Clark Kerr, some of 
whose findings are 3 ^^I^ma^lzed belov/,^ 


1. The following comparison of costs and operating c^^tions of 
cooperative and private stores is abridged, by permission, from 
Clark Kerr, "Comparative Retailing Costs of Cons^ers Coopera- 
tlves," The Annals of the American Academy of Political and Social 
Sciencer~Ra y, pages 116-124. Footnotes of the original are 

omitted here. 



208 


CONSUMERS AND THE MARKET 


Overhead c osts . The total overhead expenses of each of the 
three representative cooperative groups compare favorably with 
those of private stores in their areas and on a national basis. 

The stores affiliated with the Central Cooperative Wholesale So¬ 
ciety had overhead expenditures equaling approximately eleven per 
cent of their net sales, as against nearly sixteen per cent for 
the other retailers in the region. Those stores centering around 
Dillonvale, Ohio, and the California cooperatives spent 14.5 per 
cent of their net sales, one and one-half to two per cent less on 
overhead than did the private entrepreneurs in their areas. 

Profits . The profits of the cooperatives varied from three 
to four per cent of their sales, as contrasted with one or two 
per cent for the private retailers and four per cent for the 
chain stores. The comparatively large profits of the cooperatives 
result in part from their desire to return substantial dividends 
to their members. These profits added to their overhead costs 
made the gross margins of the cooperatives more nearly similar to 
the statistics for private business. But only for the Dillonvale 
cooperatives was it higher than for the other stores in the same 
region. 

Retailing costs . The total cost of retailing to the consumer 
was substantially lower for the cooperatives than for the private 
stores. The cooperative member pays a cost equal to the overhead 
expense alone. He receives the profits as dividends or as added 
capital value to the enterprise which he owns and directs. The 
patron of the private enterprise, on the other hand, pays a total 
cost equal to the gross margin, as the profits in this case are 
kept by the entrepreneur. 

An analysis of the statistics shows that the average member 
of these cooperatives paid a total cost of retailing of from 
eleven to fourteen and one-half cents on each dollar of merchandise 
he bought. The consumer buying at the privately owned stores paid 
from seventeen to twenty-six cents. The retailing costs of the 
chain enterprises were the largest of all. They exceeded those of 
other private enterprises in nearly every item of expense. 

The statistics also show a greater percentage of the cooper¬ 
ative stores than of the private concerns to have been profitable. 
Virtually all the cooperatives made a profit in 1935, while only 
between one-half and three-fourths of the private concerns so r®' 
ported. This is due in part to the predilection of private cwners 
to continue operations for a time even at a loss, if they antici¬ 
pate profits in the future. Cooperatives, on the other hand, al¬ 
most invariably disband if they are operating at a loss, and many 
disintegrate even though profitable, if the dividends are not sub¬ 
stantial • 
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The California cooperatives are a case in point. When first 
organized, the members expected dividends of ten per cent on 
their purchases, which they understood was the average in England, 
Their cooperatives paid them dividends of only three or four per 
cent, however, and these only at the end of three or six months. 
Such small dividends, representing very high profits on sales 
from a merchant's viewpoint, and which would net him much greater 
profits on his invested capital, convinced many of these coopera¬ 
tors that their societies had failed. They withdrew their capital 
and patronage, and a substantial number of the twenty-four cooper¬ 
atives here considered have since ceased operations. 

Operating expenses. The statistical evidence implies that 
consiimers' cooperatives may perform the retailing function at less 
cost to the consumer than private business. This conclusion, how¬ 
ever, runs counter to the general belief that the democratic gov¬ 
ernment of cooperatives and the relative absence of financial in¬ 
centives on the part of employees result in Inefficiency. But by 
studying the individual items of expense in greater detail, logi¬ 
cal causes for the apparent savings can be found. 

The costs for the cooperatives were generally lower in every 
item of expense except utilities and the total miscellaneous ex¬ 
penses, These savings can be explained, in part at least, without 
any reference to such intangible factors as the relative efficien¬ 
cy of management in independent, chain, and cooperative enter¬ 
prises. In fact, these savings arising out of the methods and na¬ 
ture of cooperative business make any comparison of private and 
cooperative managerial ability impossible. Some of the factors 
affecting cooperative costs of retailing in their relation to pri¬ 
vate costs are considered below. 

Advertising. Advertising by cooperatives takes a different 
and generally less costly form than that considered essential by 
private enterprise. It is largely education. Instead of newspaper 
advertisements and special sales, the cooperatives hold education¬ 
al classes and summer—vacation camps. They distribute books, pamph¬ 
lets, and periodicals regarding cooperation. Since the educational 
activities are generally conducted by volunteer committees, the 
cost is not great. The Minnesota and Ohio groups spent one-fifth 
of one per cent of their net sales on education and advertising, 
while the average for private stores varied from two-fifths to 
four-fifths of one per cent. Again, the California cooperatives 
spent more than the other cooperative groups, because of their re¬ 
cent development and the consequent necessity for considerable 
educational effort. 

Cost of special services. Delivery and extension of credit 
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are special services to the consvuner which may substantially 
raise operating costs. While no information is available on the 
delivery policies of the private and cooperative stores, apparent¬ 
ly the cooperative principle of "no credit" affords an opportuni¬ 
ty for operating economy. The principle is not always followed, 
however. The California and Minnesota cooperative groups sell pre¬ 
dominantly for cash, but the Dillonvale stores extend credit to 
many members. They are protected from substantial losses on bad 
accounts, nevertheless, by requiring a thirty-dollar deposit, in 
addition to forty dollars Invested in share capital, before open¬ 
ing a credit account for a member. The Dun and Bradstreet sujrvey, 
On the other hand, shows that three-fourths of the private stores 
extended credit and that their credit sales averaged more than a 
third of their total sales. 

Capital costs . Although no statistics are available to com¬ 
pare costs of capital, cooperative economies frequently begin with 
this item. Cooperatives secure their capital in the form of dues, 
membership shares, profits placed in a reserve fund, and the in¬ 
vested savings of members. Interest is usually at a low, fixed 
rate, and sometimes it is not paid at all on membership shares. 

In fact, the reserve fund often earns interest, and along with 
the dues and membership fees, it increases the net income of many 
cooperatives by as much as one per cent. 

Wholesaling expenses . While cooperative wholesale concerns 
handling consumer goods have a relatively small buying power, their 
costs of operation are low. Overhead expenses for thirteen repre¬ 
sentative cooperative wholesale organizations handling petrolevun 
products, farm supplies, and groceries, varied from three to eight 
per cent of their sales, although one had costs of thirteen per 
cent. The average overhead expenses of representative private 
wholesalers in similar fields varied from nine per cent for gro¬ 
cery wholesalers to thirteen per cent and more for wholesalers of 
farm supplies, general merchandise, dry goods, hardware, and pe- 
trole\im products. 

The greatest advantages of the cooperative wholesales are in 
selling and advertising expenses. While these costs were negligi" 
ble for the cooperatives, they varied from three and one-half to 
eight per cent of the volume of sales of the private wholesalers; 
^._e., they amounted to as much as the total costs of the coopera¬ 
tive wholesales. 

An added advantage for the consiimer-controlled wholesale or¬ 
ganizations comes in the return of profits to the retail stores. 

In addition to overhead charges, typical private wholesaling con¬ 
cerns reported profits varying from two to ten per cent, depending 
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on their type of business. These profits increased their gross 
wholesaling charges to eleven per cent of net sales in the grocery 
field and to thirty per cent in petroleum products. It appears, 
then, that if the cooperatives had as great buying power as pri¬ 
vate wholesalers and could make their purchases as cheaply, they 
could furnish their retail outlets with merchandise at a substan¬ 
tial saving. 

Although the American consumer cooperatives have not as yet 
gone into production on an extensive scale, they meet much the 
same problems in this field as in wholesaling. They have the com¬ 
petitive advantages of a known and assured demand, minimum adver¬ 
tising and selling expenses, and the refunding of profits to pur¬ 
chasers. However, they must meet the obstacle of producing in com¬ 
petition with large-scale established private industry. 

In conclusion, it appears that American cooperative enter¬ 
prises retailing consumer goods have definite opportunities to 
keep their costs of operation below those of similar private busi¬ 
ness. This advantage, however, is not sufficient to assure their 
success in offering consumers high-quality goods and services at a 
low cost, unless large wholesale facilities are established and 
unless the cooperative program itself appeals to large nvanbers of 
Americans. In the next decade the movement is not likely to dis¬ 
place private enterprise to an appreciable extent, although it 
may have considerable growth in certain fields. Private retailers 
may improve their business methods, however, because of this com¬ 
petition and particularly because of this expression of consumer 
discontent with existing retailing methods. 




Section XL THE STATE AS FINANCIER 

INTRODUCTION 

One of the most significant developments in the recent histo¬ 
ry of the United States has been a pronounced increase in the 
activities and costs of government. An analysis of these changes 
and what they signify must he part of any study of the currents of 
economic life. The rapidly growing importance of the state as fi¬ 
nancier exerts far-reaching influences upon the economic condi¬ 
tions of large numbers of people and affects market processes in 
various ways. Still another consequence of the rising trend of 
government expenditures is the opinion entertained by many people 
of today that the United States is suffering from too much goverr-- 
ment Interference in economic affairs. 

The rapidly increasing costs of government in the United 
States have raised some general questions of great importance. For 
what reasons do governmental activities expand? How wide is the 
"legitimate" scope of governmental functions? Where should free 
private enterprise end and government regulation or enterprise be¬ 
gin? Is there any general principle by means of which it is pos¬ 
sible accurately to set limits to the two spheres of action? It is 
doubtful If exact answers can be given to any of these questions, 
although numerous efforts have been made toward answering them. 

In 1859 John Stuart Mill attempted to formulate a workable princi¬ 
ple which he thought would operate as a bulwark against any tend¬ 
ency toward over-government. His opinion, expressed in the famous 
Essay on Liberty , was that governmental powers could rightfully be 
exercised over any individual only to prevent hai*m to others. Ad¬ 
mirable as this standard may have been in an earlier day - though 
even Mill himself encountered difficulty in applying it in con¬ 
crete cases - it is scarcely adequate at the present time. The 
problems of a highly-developed economy baaed on private enterprise 
and free markets cannot be met by any such negative conception of 
the functions of the state. Government activity is recognized to¬ 
day as a positive factor in the national economy, although its 
limits cannot be precisely and rigidly defined. Governmental bod¬ 
ies in the United States have shown a tendency to encroach upon 
the traditional spheres of private action whenever it has seemed 
necessary or expedient to do so. For example, when private enter¬ 
prise was unable to cope with the lonemployment problem, public 
agencies were compelled to take over the function of relief work. 

Consideration of such questions as the "legitimate" scope of 
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govemjr.ent functions is not the major piirpose of this section. Its 
subject matter consists primarily of the purely fiscal operations 
of American government together with their effects on market 
processes, and falls into five parts dealing with the following 
subjects: first, public expenditures and some reasons for their 
enormous increase; second, public revenues; third, the important 
economic effects of taxation; fourth, government borrowing; and, 
finally, the alms and effects of federal "deficit-financing" poli¬ 
cy- 
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40. GOVERNMENT EXPENDITURES 

ACTIVITIES OF GOVERNMENT 

Roughly, there are two general classes of governmental ac¬ 
tivities: those which it would be uneconomical or socially unde¬ 
sirable to leave to private enterprise, and those which affect 
market processes so as to involve a redistribution of the nation¬ 
al income. Certain undertakings in the first category reflect so¬ 
cial needs which involve planned and purposive work extending far 
into the future, as exemplified by the Panama Canal, the provi¬ 
sion of highways and bridges, and the conservation of natural re¬ 
sources. Private individuals and business concerns, even if they 
otherwise could be depended upon to supply these social needs, 
would not be able or would not find it profitable to do so chief¬ 
ly because of the length of time involved in the undertaking. It 
is presumed that the state, if not immortal, will at least exist 
longer than Its individual citizens. The economic reasons for pub¬ 
lic control over these enterprises are based on the general-wel¬ 
fare argument. Doubtless there are but few today who would deny 
the wisdom of keeping these functions out of private hands. 

There is another group of services, a subdivision of the 
first general class, the performance of which by private agencies 
would be neither feasible nor consistent with public safety. That 
la to say, the government is the sole agency which can provide 
those services that are necessary in order for individuals to en¬ 
joy the greatest sense of security and opportunity for self-devel¬ 
opment. Of these, the national defense is of supreme Importance. 
The collapse of France in June, 1940, and the Imminent threat of 
a German victory over Great Britain, caused Increased emphasis to 
be placed on this function of the federal government. The nation¬ 
al budget for the fiscal year 1942, as presented to the seventy- 
seventh Congress, called for an appropriation of almost eighteen 
billion dollars - the largest in American peace-time history - of 
which about eleven billion dollars were to be spent on armaments. 
Other activities falling under this classification Include the 
protection of life and property against crime, fraud, and coercion, 
the provision of sanitary facilities, care of the public health, 
and a wide range of other regulatory activities engaged in by both 
the federal and local governments. 

One school of political thought holds that government should 
confine Itself to these broad immaterial fields of action, and, 
at the same time, reduce its more specific regulatory activities 
to the barest possible rolninrom. This view owes its origin to the 
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English classical economists of the early nineteenth century. 

One of the bases of the laissez-faire doctrine of this school was 
that government activities, while useful and even necessary, were 
unproductive. They were regarded as destructive rather than as 
creative of wealth. Under the conditions of present-day economic 
life, this view is untenable. The very usefulness and necessity 
of a greatly expanded range of government activities make these 
activities productive. Whether production in this area always ad¬ 
heres to the principle of maximum economy is, of course, another 
question. 

In Its relations with the business world, government in the 
United States functions in the dual capacity of partner and regu¬ 
lator. Its services as a "partner" to private enterprise have 
come to be regarded by many as constituting one of the "factors" 
of production. Through these services the government contributes 
both directly and Indirectly to the production, exchange, and 
distribution of wealth. 

"Productivity" of government services . Apart from those pub¬ 
licly-owned enterprises engaged directly in providing special ser¬ 
vices for cither consumers or producers (such as electric power 
and postal services) examples of government aid to economic activ¬ 
ity Include subventions to agriculture and industry, and the pro¬ 
vision of a vast fund of research data and market information pro¬ 
cured at public expense. The indirect effects of government activ¬ 
ity on national productivity are countless. Some of the more con¬ 
spicuous effects occur through: the regulation of a great variety 
of businesses; the administration of tariffs and of patent laws; 
control of the currency and the banking system; supervision, to 
some degree, of employer-employee relationships; and the enforce¬ 
ment of contracts. These civil functions of government provide 
the contemporary foundations of private enterprise and of market 
operation in this country. 

It is not to be Inferred that all activities and expendi¬ 
tures of government are productive in the sense in which the term 
is used here. The purpose or the effectiveness of any particular 
expenditure will determine whether it is productive or wasteful 
of wealth. Every expenditure, however, in some way affects the 
market. A particularly clear case occurs when production and em¬ 
ployment are stimulated in those Industries which receive orders 
from the government. For Instance, if the government places a 
large order for structural steel, a sharp rise occurs in the de¬ 
mand for those kinds of labor and materials essential to steel 
manufacturing, resxilting, perhaps in a change in the prices of 
these productive agents. Other industries also are certain tof©®l 
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the effects of the original government outlay, although In re¬ 
duced measure, as the funds disbursed by the steel company in 
meeting its labor and other costs are spent for the products of 
these industries. In this way, through the action of an interre¬ 
lated and Interdependent market, the prices and production of 
many goods and services may be affected by public expenditures. 

Welfare activities of government . In addition to the regula¬ 
tion and encouragement of private enterprise, the government sup¬ 
plies to individuals a wide variety of services, comprising the 
second general class of activities referred to above. The ser¬ 
vices rendered by schools, parks, highways, hospitals, clinics, 
museums, libraries - in fact, by all forms of public property of 
this nature - contribute to the well-being and productive effi¬ 
ciency of the nation as a whole by raising the living standards 
of the mass of people. 

This class of public activities amounts, in the last analy¬ 
sis, to taking money, or Its equivalent in se'rvices of one sort or 
another, out of the pockets of A and putting it Into those of B, 
Thus, certain public expenditures have the effect of partially 
redistributing the nation's wealth and Income. In reality, their 
primary purpose Is neither to take from A nor to give to B; it Is 
to help B maintain a certain minimum standard of welfare for the 
benefit of the entire corruminity. Including A. A should be espe¬ 
cially interested in benefit accruing to the community because he, 
presumably, has a large stake in it. To take a single example 
which bulks large in our tax bills, our whole system of free pub¬ 
lic education la hardly a century old. We of today are quite ac¬ 
customed to the Idea of providing education for all children, but 
in earlier times people regarded this as solely a responsibility 
of parents. We now deliberately tax all to maintain our public 
schools, whether they have children or not. The wealthy, whose 
children are perhaps sent to private academies, may appear to pay 
more than their share, but their stake In the coirmunlty is great¬ 
er. The poor, on the other hand, may be meeting some of the cost 
indirectly through Increased prices of the things they buy. 

The fact that governments make heavy outlays to ameliorate 
the lot of the poorer classes suggests an important difference 
between the private and the public economy of the nation. Govern¬ 
ment services tend to be supplied by the state without regard to 
the citizen's ability to buy them. His needs, in most cases, are 
the paramount consideration. In economic affairs of private peo¬ 
ple, on the other hand, possession of goods and services depends 
upon a person's ability to pay, quite apart from any need. This 
ability. In turn, is governed by a bewildering variety of Indl- 
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vldual and social forces operating to determine the distribution 
of the aggregate national income. 

RI-l.AIIONS OF PUBLJC AND PRIVATE ECONOMIES 

The methods of public finance employed in contemporary west¬ 
ern nations are closely related to other characteristics of the 
economic system. This has always been so. At all times and in all 
places the modes of collecting and spending public revenues, on 
the one hand, and the customary ways of making a living and liv¬ 
ing together on the other, have been dependent on one another. 
Thus, feudalism in medieval Europe was not solely a system of 
land tenure and caste; it was also a means of supplying the ma¬ 
terial and military needs of kings and nobles in an agricultural 
and non-commercial scheme of living. The public economy of the 
manor was scarcely distinguishable from the private economy of 
the manorial lord. The decline of feudalism as a political pat¬ 
tern roughly paralleled the growth of commerce and the Increased 
use of money in Europe. Commutation of feudal services and pay¬ 
ments in kind into money payments proved to be a convenience to 
lords and vassals alike, and a somewhat clearer line of distinc¬ 
tion between public and private economies began to emerge. It be¬ 
came more pronounced when powerful monarchies were established 
upon the ruins of the old system of feudalism as a result, in part 
at least, of the spread of the money economy. The Increase of 
commerce in the sixteenth, seventeenth, and eighteenth centuries 
served further to entrench the national governments by making 
available larger money revenues to the monarchs. By this time the 
public and private economies had become clearly distinguishable. 
The newer phases of public finance, which represent the most re¬ 
cent stage in the evolution of public economy, are the result of 
the spread of customary uses of money and credit and also the 
emergence and growth of modem industry. 

THE BUDGET 

The fiscal operations of the public economy, like those of 
many private business enterprises, are organized and coordinated 
through a budget. The budget is an itemized plan of public expen¬ 
ditures and receipts prepared in anticipation of a given period 
of time, usually the fiscal year. It analyzes anticipated expendi¬ 
tures of every kind down to the smallest possible subdivision, and 
indicates the various estimated revenues from which the expendi¬ 
tures are to be made. The budgets of some American units of gov¬ 
ernment such as the federal government, the governments of some 
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of our more populous states, and that of the city of New York are 
elaborate and voluminous documents. 

In modern democracies, government budgets are of two princi¬ 
pal kinds, the legislative and the executive. When the former is 
used, the legislature both prepares and adopts the budget; the 
latter places the responsibility for its preparation upon the ex¬ 
ecutive, who then submits it to the legislature for adoption. With 
regard to the latter, it is presumed that the executive is in a 
better position to understand governmental needs and resources as 
a whole and to assume responsibility for a planned financial pro¬ 
gram, The executive type of budget Is by far the more popular in 
the United States, though its use is by no means universal. Its 
superiority is founded upon the essentially executive nature of 
the work involved in the preparation and administration of a bud¬ 
get. A legislature, especially one as large as the American Con¬ 
gress, is too cumbersome a body effectively to organize a compli¬ 
cated and, at the same time, unified program of expenditures and 
receipts. A more appropriate legislative function Is to appraise 
and criticize the budgetary plan for which complete executive re¬ 
sponsibility has been assumed. Our federal government adopted the 
executive budget in 1921. 

One major difference between the conduct of a government 
economy and that of a private economy has been described. A dis¬ 
cussion of the budget brings out two other significant differ¬ 
ences. First, the motive underlying most budgetary outlays by the 
government is the promotion of public welfare rather than antici¬ 
pation of net profit, most services being supplied gratuitously 
or at a very low cost. In the field of private enterprise, on the 
other hand, the primary motive is the desire for profit. Second, 
owing to the powers of sovereignty possessed by government, it is 
in a position, within wide limits, to adjust its revenues to meet 
its proposed expenditures. Normally, in planning its expenditures, 
a xinlt of government first determines which services the communi¬ 
ty may be expected to need or demand. The choices having been 
made, its next task is to ascertain the costs of these services 
and to discover ways of apportioning them among the taxpayers. In 
this way, its necessary revenues tend to be governed by the mag¬ 
nitude of its expenditures. A rough equllibrlTom between Income 
and expenditure can be established in advance, although a deficit 
or a surplus may emerge at the end of the year as a result of in¬ 
efficient planning or of vmforeseen contingencies. Private busi¬ 
ness, on the other hand, necessarily must restrict its expendi¬ 
tures to an amount no greater than its current or prospective in¬ 
come secured through the operations in the market. 
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However, this general principle regarding the relationship 
of public expenditures and revenues must be somewhat qualified. 
During a business depression, for example, governmental bodies 
may be forced to reduce their expenditures because of the drying 
up of sources of revenue. On the other hand, they may anticipate 
future revenues by borrowing enough to keep the budget Intact - 
or even to increase the budget as did the national government dur¬ 
ing the last decade. The relationship between the expenditures 
and revenues in the federal budget from 1912 to the fiscal year 
1942 is shown in the accompanying chart.^ 

CLASSIFICATION OF PUBLIC EXPENDITURES 

A logical classification of expenditures is highly desirable 
as an aid to better understanding of fiscal problems by the gen- 
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general public as well as by the statesman. Without such a classi¬ 
fication, an efficient administration of finances would be impos¬ 
sible. A set of well-defined categories of expenditure provides 
the basis for making comparisons and studying relationships among 
the various activities to be financed. As a result, a better bal¬ 
ance among these activities can be struck and a more effective 
use of the public fimds can be attained. Prom the viewpoint of the 
taxpayer the chief advantage of such a classification is that it 
makes an extremely complex problem somewhat more intelligible. One 
Important consequence is the encouragement that detailed knowledge 
gives to his interest in the fiscal affairs of government. He be¬ 
comes both tax-conscious and expenditure-conscious. The implica¬ 
tions of these states of mind are very significant in a democratic 

1. This chart is redrawn from one appearing in The New York Times , 
January 12,1941. It is presented through the courtesy of the Times . 
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community. Without some understanding of fiscal matters on the 
part of the taxpayer, his intelligent participation in public af¬ 
fairs, so essential to the success of a democracy, cannot be se¬ 
cured. 

Several standards are available for the classification of 
public expenditures. One of the simplest suggests a division of 
expenditures into two groups, primary and secondary. The former 
would include all outlays for those services without which an or¬ 
ganized society could not exist, such as national defense and the 
maintenance of law and order. Expenditures for social-welfare ser¬ 
vices would fall into the latter class. This grouping is analogous 
to John Stuart Mill’s division between the necessary and the op¬ 
tional functions of government and is too strongly suggestive of 
the laissez-faire point of view to be consistent with current 
trends of thought. One would hardly dispute the "primary" impor¬ 
tance of expenditures for education, highways, or public health, 

A more suitable classification of expenditures by the federal gov¬ 
ernment might run as follows: (1) ordinary governmental activi¬ 
ties; that is, normal civil and military operations, (2) quasi- 
commercial enterprises such as the Post Office and the Tennessee 
Valley Authority, (3) interest on the public debt, (4) trust and 
other special funds, {5) bookkeeping transactions. Each of these 
items is subject to elaborate subdivision, especially the first, 
as a glance at our federal budget will show. The assumption that 
all existing government activities are "primary" and "necessary" 
underlies such a classification. In 1934, the federal government 
was obliged by the exigencies of depression to adopt another func¬ 
tional category, "emergency" expenditures for "recovery and re¬ 
lief." "Ordinary" and "extraordinary." are terms used to classify 
public expenditures when the government is confronted by some 
kind of an emergency requiring large outlays in addition to its 
usual expenditures• 

The chief advantage of a functional method of classification, 
such as the one described above, is that it indicates what the 
government is doing with the taxpayer's money. However, other 
methods of classification each possessing its own peculiar advan¬ 
tages, should not be overlooked. One classifies public expenditures 
according to what organizational units - departments and bureaus - 
spend the money. Another divides expenditures among those classes 
of supplies or goods for the purchase of which the money Is dis¬ 
bursed. Still another classification is based upon the regularity 
of particular expenditures. Some outlays recur regularly, such as 
those necessary to meet the salaries and purchase the supplies for 
running the government and to pay interest on the public debt; 
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others, in the nature of capital outlays or investments, are made 
at irregular intervals. Again, some expenditures are self-liqui¬ 
dating; others are not. This enumeration of different types of 
classifications might be expanded still further, but the above 
list will suffice to acquaint the reader with the various possl- 

differentiating public expenditures according to their 
nature or their purpose. 

PUBLIC EXPENDITURES IN THE UNITED STATES 

Many persons believe that the aggregate cost of government In 
the United States has reached an alarmingly high figure. Although 
the years following 1930 have witnessed an unprecedented peace¬ 
time expansion of public expenditures, the trend of rising costs 
of government actually reaches far back into the nineteenth cen¬ 
tury, How is the high cost of government to be accounted for? For 
what purposes is government making its huge outlays? Is the rising 
trend likely to continue? Some light may be thrown on these and 
other questions by an analysis of public expenditures in the 
United States. The remainder of this chapter is devoted to this 
purpose. 

Three phases of this subject are treated. First, a brief sur¬ 
vey of the important general reasons for the persistent secular 
increase in public functions is presented. Next, some of the more 
specific causes of expanding government functions in the period 
1915-1930 are described. The year 1915 marked the beginning of a 
new epoch in American fiscal experience. During the fifteen years 
from 1915 to 1930 the country experienced a prodigious expansion 
of war-time functions of government, a vast increase in the pub¬ 
lic debt, a post-war business depression, and a period of unpre¬ 
cedented prosperity and federal-treasury surpluses. This period 
ended with a great economic crisis and the beginning of another 
era in the theory and practice of public finance. Because the gen¬ 
eral background of current fiscal methods and thought was estab¬ 
lished during this period, a study of it is essential to our un¬ 
derstanding of present trends. Since 1930, the most conspicuous 
feature of American public finance has been the rapid growth of 
federal expenditures. The third phase of this subject, therefore, 
is a description of the expansion of federal functions from 1930 
to the present fiscal year. The principal emphasis is placed upon 
an examination of the current scale of federal expenditures in a 
recent '.'New Deal" budget. 

The extraordinary increase in the functions of our government 
has been-attended by an equally great increase in their costs. A 
general impression of the long-range trend in federal expenditures 
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may be gained from an examination of the following table (approx¬ 
imate figures): 


1800 

11,000,000 

1840 

24,000,000 

1860 

63,000,000 

1870 

310,000,000 

1900 

520,000,000 

1915 

760,000,000 

1918 

9,000,000,000 

1919 

18,500,000,000 

1920 

5,700,000,000 

1925 

2,460,000,000 

1930 

4,000,000,000 

1936 

8,500,000,000^ 

1940 

9,690,000,000^ 

1942 

17,500,000,0002 


The dates in this table have been selected in such a way as 
to reveal the following notable features of the trend of expendi¬ 
tures: the gradual rise up to 1860, the sharp increase during the 
period 1860-1870, the all-time peak of the World War years fol¬ 
lowed by a marked reduction in the ensuing decade, and the large 
peacetime totals in the fiscal years 1936, 1940, and 1942. We can 
also describe the long-time trend in terms of the changes which 
have taken place In per capita ordinary federal expenditures. In 
1800, the costs of the federal government amounted to $2.00 per 
capita; In 1915 they were approximately $10.00 per capita; and, 
by 1930 had risen to about $32.00 per capita or sixteen times the 
figure in 1800. In the fiscal year 1940, federal government costs 
reached approximately $43.00 per capita for ordinary expenditures 
and $60.00 per capita for both ordinary and extraordinary outlays. 

Total cost of government - federal, state, and local taken 
together - has also risen sharply in the past twenty-five years. 

In 1915, it amounted to three and one-third billions; In 1929, 
eleven and one-third billions; in 1930, thirteen billions and in 
1938, seventeen billions. 

The Increase in the costs of government described by the 
foregoing figures has been both absolute and relative. Not only 
have these costs risen, but they have risen faster than both pop¬ 
ulation, as the per capita statistics have shown, and the national 

1. Ordinary and extraordinary budgets. 

2. This estimate was given by the President in his budget message 
of January,1941. The sudden Increase over previous years was due 
to the need of financing the American rearmament program. 



224 


THE STATE AS FINANCIER 


income. The ratio of the tax burden to the national income has 
increased in the United States over a period of three-quarters of 
a century, although by no means evenly. In 1913, total taxes were 
about one-sixteenth of the national income; in 1932 they were 
slightly more than one-fifth of the national Income and in 1938 
slightly less than one-fourth. In 1939, the proportion was almost 
exactly one-fifth, but the national income had increased by four 
and one-half billion dollars over its level in 1938. 

CAUSES OF INCREASING COSTS OF GOVERNMENT 

Numerous general and specific causes have contributed to the 
rising level of public expenditures. The general causes, repre¬ 
sented by long-range social developments and trends, create the 
broad setting within which the more specific causes operate. Al¬ 
though the effects of both types have been felt by all layers of 
government, certain specific causes work more conspicuously on 
one level of government than on others. The military needs of the 
nation, for example, are financed largely by the national govern¬ 
ment, while states and localities have been the administrative 
units principally affected by the rising demand for public educa¬ 
tion and other welfare services. 

Two of the most Important general developments contributing 
to the rising coat of government were the expansion of American 
territory in the nineteenth century together with a steady increase 
in population. A third general cause of the rising dollar voliune 
of public expenditures has been the instability of the value of 
our monetary unit. The rising price trend from 1900 to 1920 was a 
conspicuous factor in the Increasing cost of government during 
that period. Although the value of the government’s dollar in 
terms of commodities is greater today than it was at the peak of 
the boom in 1920, it is less than it was in the years prior to 
1915. Thus the real trend of government costs may be somewhat ob¬ 
scured by a fluctuating dollar. A fourth factor, which is not as 
much a cause as it is an enabling condition, is the growth of 
wealth and Income. The rising productivity of American industry 
has furnished a rapidly expanding material basis for the Increase 
in government functions and expenditures. Finally, higher costs of 
government have resulted from the growing realization of social 
responsibility for the welfare and security of Individuals. Earli¬ 
er sections of this volvune have shown that economic interdepen¬ 
dence, intensified under modern industrial conditions, gives rlae 
to a host of social responsibilities. These responsibilities make 
up the more Important specific causes of rising government costs, 
a brief treatment of which follows. 
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FUNCTIONAL CHANGES IN GOVERNMENT. 1915-1930 

Federal government . Measured in dollars, federal expendi¬ 
tures were about four and one-half times as p.reat in 1930 as in 
1915.^ The real Increase in terms of functions was somewhat less 
since about one-third of the expenditures in 1930 was devoted to 
non-functional purposes (interest payments on the public debt, 
repayments of funds erroneously collected, investments, and trust 
funds). Moreover, the lower purchasing power of the dollar in 
1930 still further lessened the real increase.^ 

The most important specific cause of heavy federal expendi¬ 
tures has been war-- the payment of the cost of past wars and 
preparation for possible future conflicts. This was the case, at 
least, until the period of the great depression beginning in 1930 
when civil expenditures for recovery and relief formed the larger 
part of the budget. In 1915, expenditures on the army, navy, and 
veterans' services plus interest on the public debt amounted to 
60 per cent of the total cost of federal government activities. 
Post-war reduction of army strength was not matched by similar 
disarmament of the navy owing to demands for a fleet "second to 
none." Thus, In 1930, these expenses amounted to 62 per cent of 
the total budget. Including non-functlonal outlays (interest), 
more than two-thirds of the 1930 budget originated directly in 
war activities. Nor is this a complete account of effects due to 
this cause, for a period of war tends to cause a permanent In¬ 
crease in the cost of the civil branches of govemm.ent. 

Other specific causes of rising federal expenditures spring 
from an expansion of the civil functions of government. With ref¬ 
erence to such fxxnctlons, the most significant change during this 
period was the increased emphasis placed on the services rendered 
to and the controls exercised over business processes in commerce, 
industry, transportation, communication, and agriculture. Greater 
stress was laid upon conservation of natural resources, expansion 
of the national park system, direct aids to agriculture, and 
grants to states for vocational education. Federal activities in 
the interests of labor and public health increased considerably 
from 1915 to 1930, 

State governments. The principal specific reasons for the In- 


1. Data on federal, state, and local expenditures are taken from 
Carroll H. Wooddy, "The Growth of Governmental Functions," Recent 
Social Trends in the United States . 1933, volume II, pages 1274- 
1330. 

2m One dollar and sixty-eight cents was required in 1930 to pur¬ 
chase what one dollar would have bought in 1915 in terms of com¬ 
modities in general. 
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creasing cost of state government In the period under review are 
summed up in the persistent and rapid developnent of social-wel¬ 
fare activities. The total expenditures of the forty-eight states 
in 1929 exceeded those of 1915 by 316 per cent in current dollars, 
or 145 per cent in 1915 dollars. This increase in total expendi¬ 
tures was slightly smaller than that of the federal government in 
the same period. Yet in 1929 the administrative expenditures of 
states, measured in 1915 dollars, were 146 per cent higher than 
in 1915. This compares with a rise of only 80 per cent in federal 
administrative expenditures, similarly measured,for the same peri¬ 
od of years. 

That the functions of the state governments expanded so rap¬ 
idly is ascribable to a three-fold development during this period. 
The first was an expansion of already existing functions, reflect¬ 
ing an increasing demand for controls and services; the second 
arose from the encouragement given to state activities by the 
closer relationship which developed between state and federal gov¬ 
ernments; and the third was the tendency of local units to shift 
many responsibilities upon the states. With reference to the 
first, the area of state activity covers conservation of natural 
resources, health and sanitation, highways, public welfare in¬ 
cluding general hospitals and the care of defectives and delin¬ 
quents, education, libraries, recreation, and protection to per¬ 
son and property - that is, the state police power and a vast ar¬ 
ray of measures relating to the regulation of business and labor. 
Pew Important state ftmetions were entirely new in this period. 

In general, by 1915, the states had assumed responsibility for the 
main types of work they were doing in 1930. The relative absence 
of entirely new functions, however, is less important than the 
fact that the sense of responsibility for social welfare has 
greatly Increased among the states. 

The second and third developments mentioned above are the re¬ 
sults of the Intermediate position occupied by the states in our 
system of government. This situation offers another explanation 
of the more rapid expansion of state than of federal administra¬ 
tive functions from 1915 to 1930. In spite of the frequent asser¬ 
tion that the federal government was steadily encroaching upon 
the domain of the states, a general transfer of state functions 
to federal administration has not occurred. The influence of the 
federal government has tended more to Increase rather than to di¬ 
minish some kinds of work performed by the states. For example, 
the administration of various types of federal grants-in-aid 
helped to draw the states and the federal government more closely 
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together and to stimulate both old and new state functions,^ 

State activities in this period were also affected by changes 
which were taking place on the other side of their "intermediate" 
position. The performance of local governing bodies, except for 
certain large cities, was becoming increasingly unsatisfactory, 
resulting in a pronounced drift of functions from local to more 
centralized state authorities. The experience of this period - as 
well as that of the years following 1930 - appears to verify the 
generalization that public functions tend to move toward that 
unit of government which has demonstrated its capacity to assume 
the responsibility for them. Centralization of function between 
1915 and 1930 was not entirely restricted to state - local rela¬ 
tionships; some of the state-federal connections were also in¬ 
volved. The shifting of many activities from state to federal 
authority, so prominent during the depression years after 1930, 
revealed the incapacity of states to deal with the emergency prob¬ 
lems arising in our industrial society. 

Cities and other local governments , 1915 - 1950 . The principal 
functions of local government are to furnish protection to person 
and property (police, fire, and other protection) and to supple¬ 
ment the work of the states in supplying services for welfare and 
education. Administrative expenditures in cities with populations 
over 30,000 Increased at about the same rate as those of the fed¬ 
eral government, but much less rapidly than those of the states. 
Among the services rendered by cities, education and recreation 
underwent the greatest expansion. As was true of the states, the 
expansion of older activities more than the Introduction of new 
ones accounted for the growth in the costs of municipal govern¬ 
ment. The expenditures of other local units, such as counties, 
townships, and districts, have Increased least rapidly of all 
types of governmental bodies. The movement toward centralization 
of public activity, already described, largely explains this 
f act. 

In connection with the problem of expanding government activ¬ 
ities, an interesting question arises: is this expansion the re¬ 
sult of a change In the social and political philosophy of the 
American people? Major developments in this period, however, point 
to no such radical change. A modified laissez-faire viewpoint pre- 

1. A federal grant-ln-ald la financial assistance given by the 
federal government to a state for carrying out a specific task. 
Such grants frequently are made in order to Induce a state to do 
something that the federal government desires. Thus the highways 
built by states have conformed with a plan of national highway 
construction because the federal government has provided a part of 
the money needed by the states for building such highways. 



228 


THE STATE AS FINANCIER 


vailed. In general, public opinion held that the primary purpose 
of government was to serve rather than to control. To be sure, 
the social controls over business which had been increasingly 
stressed during the era 1890-1915 were continued, and for a time 
were even expanded. But those types of activity expanded most 
rapidly which provided services In response to pressure by spe¬ 
cial groups and to the general public. It is a notable fact that 
by 1930, education and highway construction accounted for nearly 
half the bulk of government expenditures. A review of the causes 
of rising government costs, not only in the period 1915-1930 but 
before and since that time, seems to indicate that public expen¬ 
ditures are not controlled directly by general political and so¬ 
cial philosophies. They are generally the consequence of the 
growth of wants of a kind best satisfied by government action. 
Increasing responsiveness to the pressure of particular groups 
and necessary adaptation to new political and economic situations 
are also important factors. Most of the ''pressure*' has been ap¬ 
plied by the political lobbies of well-organized groups including 
manufacturers, workers, farmers, merchants, war veterans, and 
many other types of associations. 

EXPENDITURES, 1930-1940 

The decade following the economic collapse of 1929-1930 wit¬ 
nessed an unprecedented expansion in civil expenditures princi¬ 
pally on the part of the national government. This growth was due 
largely to the new responsibilities assumed by the government un¬ 
der the pressure of an unusually severe depression. The total nom¬ 
inal cost of government in the United States-rose from thirteen 
billion dollars in 1930 to fifteen billion in 1935; in 1938 it 
reached seventeen billion. Since 1935, expenditures on all levels 
of government have continued to Increase, but the proportion of 
the total accounted for by the federal government has risen rapid¬ 
ly compared to those of the other jurisdictions. 

The remainder of this chapter will trace briefly the course 
of federal expenditures. For this purpose, it is convenient to 
divide the ten-year period into three parts: the first extends 
from 1930 to the inauguration of Mr. Roosevelt; the second covers 
the first "New-Deal" administration and ends with the adoption of 
the huge budget for 1936; the third Includes the second "New-Deal" 
administration. 

During the first period, total federal expenditures rose from 
slightly less than $4 billion in 1930 to more than $5.1 billion in 
the fiscal year 1933. At first, responsible authorities, maintain¬ 
ing that "prosperity was just around the comer," did little more 
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to promote recovery than to accelerate slightly the public works 
program and to engage in lending operations to private enterprise. 
By the end of the period, the budget was in a state of confusion. 
Annual revenues were falling off and deficits were mounting. A 
prolonged depression seemed Imminent. The resulting Increase in 
the economic activities of government caused the proportion of 
the total budget allotted for "relief and recovery" purposes to 
grow from zero in the fiscal year 1931 to fifteen per cent in 
1932 and to twenty-five per cent in the fiscal year 1933. In this 
connection it is Important to remember that the "recovery and re¬ 
lief" expenditures for 1932 and 1933 included only those loans 
made by the Reconstruction Finance Corporation plus subscriptions 
to stock in the Federal Land Banks. Beginning with the fiscal 
year 1934, the terms "recovery and relief" or "emergency" outlays 
must be given a much more literal Interpretation. The slight rise 
in "ordinary" appropriations between 1930 and 1933 also is par¬ 
tially explained by the exigencies of the depression. 

The fiscal history of the second part of the period 1930- 
1940 begins with the federal budget for the fiscal year 1934, the 
first of a series of "New-Deal" budgets. It provided for a tre¬ 
mendous expansion of federal functions and aimed at promoting gen¬ 
eral economic recovery by government spending. The level of ex¬ 
penditures was boosted to $7.1 billion, a Jump of almost $2 bil¬ 
lion over 1933. Approximately sixty per cent of the appropriations 
were for "recovery and relief" - designed to finance a vast array 
of depression-fighting measures which included loans made by the 
Reconstruction Finance Corporation, agricultural aid, emergency 
conservation work, and various forms of direct and work relief. A 
slight rise in the 1935 budget was followed by a sharp increase 
in that for the fiscal year 1936, touching a new peace-time peak 
of $8.6 billion. All but a small part of the increase of $1.7 bil¬ 
lion over 1935 was attributable to the soldiers' bonus payments 
under the Adjusted Compensation Act of 1936. "Emergency" expendi¬ 
tures were only slightly less than in 1934 and 1935, since admin¬ 
istrative reorganization of "relief" agencies, effected during 
these years, did not materially reduce the total volxime of expen¬ 
ditures for relief purposes. 

The salient features of the third part of the decade 1930- 
1940 were the reduction In expenditures for the fiscal years 1937 
and 1938, and the marked increase in federal spending in the fis¬ 
cal years 1939 and 1940. In 1938, the budget dropped to approxi¬ 
mately $7.7 billion. The smaller appropriations for unemployment 
relief and public works in 1937 and 1938 were declared to be im¬ 
portant factors contributing to the sharp business recession of 
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those years. To stimulate recovery, heavy federal spending for 
these purposes was resumed the next year. A new record for peace¬ 
time expenditures was established in the fiscal year 1940, for 
which a budget of $9.7 billion (exclusive of appropriations for 
the Post Office Department and the District of Columbia) was 
adopted. But even this huge appropriation was over-shadowed by the 
budget for the fiscal year 194^2. 

The present chapter concludes with a brief summary of the 
principal items in the 1940 budget as compared with similar items 
in the budget for 1930. Such a comparison brings out most clearly 
the character of many significant changes in the civil activities 
of the federal government which took place during this decade. 
Total expenditures in 1940 were more than double those of 1930. 
The "regular" item of expenditure which showed the greatest in¬ 
crease over 1930 was that of national defense. In 1940, the out¬ 
lay for this purpose was slightly less than one and one-half bil¬ 
lions, more than twice as much as in 1930. Other "regular" expen¬ 
ditures increased, though not In like proportion. 

The largest part of the increase since 1930 Is due to the 
rapid expansion of federal functions of an "extraordinary" char¬ 
acter. The greatest single item of this nature is in the category, 
"relief expenditures." In 1930 this category was non-existent; in 
1940 the appropriation for relief amounted to more than one and 
three-quarter billions. During the decade the increasing sense of 
responsibility of the federal government was extended to Include 
another problem area - the depression in agriculture. In this pe¬ 
riod, expenditures for agricultural recovery increased by more 
than $1 billion. In 1930 they were $200 million; by 1940 they 
rose to $1.3 billion, a sum which covered the expenses due to sub¬ 
sidies, production control, conservation, and other parts of the 
"New-Deal" program for agriculture. 

Another change of considerable magnitude was the appropria¬ 
tion of $378 million for the operation of the social security pro¬ 
gram. Part of this sum was used to defray administrative costs; 
the remainder was disbursed as grants-ln-aid to states. In the 
1930 budget no provision had been made for social security. In 
1940, $380 million was appropriated for the purposes of the Civil¬ 
ian Conservation Corps and the National Youth Administration. 

About $300 million of this sum was allotted to the former. Again, 
the 1940 budget provided an expenditure of about $130 million for 
the "railroad retirement account" that is, for the payment of ben¬ 
efits to retired railroad workers. Aids to youth and railroad re¬ 
tirement benefits were not federal activities in 1930. Another 
major item of Increase in this decade was non-functional. Interest 
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on the public debt in 1940 was slightly more than $1 billion; in 
1930 It had been only $660 million. 

One final comment is necessary. Some appropriations in the 
"New-Deal” budgets, such as those for agricultural recovery, so¬ 
cial security, and the railroad retirement benefit plan, original¬ 
ly treated as "extraordinary" expenditures, have since been trans¬ 
ferred to the category of "ordinary” expenditures. These changes 
illustrate the process by which new "extraordinary” functions of 
government may later take the form of regular or normal govern¬ 
ment activities. The $17.5 billion budget presented by the Presi¬ 
dent for the fiscal year 1942 did not Involve any serious curtail¬ 
ment of either the emergency or ordinary civil functions which 
have come to be associated with the "New-Deal” program. 



41. GOVERNMENT REVENUES 

i\iblic revenues fumiah the means by which the agencies and 
activities of government are maintained. As was pointed out in 
the preceding chapter, the relationship between the revenues and 
expenditures of a public economy is, within wide limits, the re¬ 
verse of that prevailing in a private business enterprise. Al¬ 
though it is a self-evident fiscal maxim that public expenditures 
must. In the long run, be limited to the community's capacity to 
Psy, a government in any given fiscal year determines its revenue 
policies after estimating its needs. A study of public revenues, 
therefore, logically follows a treatment of public expenditures. 
This chapter presents, first, a brief survey of the major forms 
of governmental Income in the United States and, second, a descrip¬ 
tion of our current tax system and of the principal changes that 
system has undergone since 1913. 

A CLASSIFICATION OF PUBLIC REVENUES 

Considerable attention has been given to the classifying of 
public revenues. One classification suggests two major divisions: 
those revenues derived by the state acting as a juristic person, 
including fees and earnings of public enterprises, and those col¬ 
lected by the state in its sovereign capacity# Taxes make up the 
largest item In this latter group. Professpr Sellgman has divided 
public revenues into three classes: (1) gratuitous, or gifts to 
the state; (2) contractual, or revenues arising out of certain 
business relations between citizen and government, such as income 
from government-owned enterprises; and (3) compulsory revenues 
secured through the exercise of certain sovereign rights, such as 
the taxing power, the right of eminent domain, the penal power, 
and the police power. These classifications, however, ai’e too g©u- 
eral for our purposes. 

A more exact and detailed arrangement of revenue sources Is 
as follows: (1) "prices," or commercial revenues arising from the 
operation of public enterprises; (2) fees, fines, special assess¬ 
ments, and other so-called administrative revenues which result 
from the performance of strictly administrative functions; (3) 
grants-in-ald and subventions, which in a federal system take the 
form of revenue to one but expense to another unit of government - 
as illustrated by federal appropriations of funds to states for 
building highways; (4) government borrowings, which amp not rev¬ 
enues, but which give governmental bodies immediate financial re¬ 
sources; and (5) taxes, by far the most Important single source of 
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revenue. Some students of public finance add two more categories 
to this classification: bookkeeping revenues and miscellaneous 
revenues. The former refers to the collection of revenues by one 
unit of government and their subsequent transfer to another, a 
common practice between states and subordinate jurisdictions. The 
miscellaneous group contains a mixture of administrative and com¬ 
mercial revenues, such as interest on loans made by the government 
and on sinking fxmds, proceeds from the sale of public property, 
and the like. 

The Inclusion of the proceeds of public loans as revenue may 
seem questionable in view of the contractual obligation to repay 
the debt at some future date. Technically they represent receipts 
rather than net revenues, since their effect is to increase the 
financial liabilities of government along with its resources. In 
those instances in which the debt is permanent, as in the case of 
the French rentes and a portion of the British debt, or whenever 
a government repudiates its debt, loans become, in effect, real 
revenues. But such cases are rare, and the principle of the per¬ 
manent debt, moreover, has never been popular in the United States, 
In this country there are other reasons for considering as reve¬ 
nue those funds secured through loans. The customary practice is 
to finance capital outlays and other extraordinary expenditures 
by means of loans rather than through current tax revenues. Unless 
loans are considered tentatively as revenues, total current and 
capital outlays in the annual budget would tend always to be in 
excess of current revenues, resulting in a distorted account of 
the conduct of the public finances. Again, public loans Increase 
the government’s purchasing power at the time of borrowing and 
serve as an anticipation of, and a substitute for, ordinary reve¬ 
nues that otherwise would be derived from taxes or other sources. 
These funds, of course, are expected to be repaid at a later time 
from ordinary revenues. In this way public borrowing acts as a 
convenient device for distributing the tax burden, or other forms 
of financial costs, over a period of time. This is especially de¬ 
sirable when extremely heavy public expenditures are necessary in 
a short period of time, as to conduct a war or to combat depres¬ 
sion. 


COMMERCIAL AND ADMINISTRATIVE REVENUES 

Prices . Before proceeding to an analysis of vaxlous forms of 
taxes, a few words may be said about two other significant forms 
of public revenue - "prices" and administrative revenues. Upon 
all levels of government in the United States, "prices," or com¬ 
mercial revenues, have been Increasing In Importance. In the fed- 
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eral sphere, there are two major sources from which this type of 
revenue may arise: (1) the sale or leasing of the public domain, 
and (2) the operation of government-owned Industrial, financial, 
or commercial enterprise, Down to the Civil War period the sale' 
of agricultural, timber, and mineral lands was one of the two 
principal sources of federal Income, Today the public domain Is 
no longer regarded as an Important source of revenue. Conservation 
of public wealth and of natural resources has been substituted for 
the nineteenth century policy of alienation. However, the "Indus¬ 
trial domain" of the national government has been growing rapidly. 
To such ventures as the Post Office, the Alaska Railroad, the Pan¬ 
ama Canal, an Inland waterway barge line, and other more or less 
"normal" public enterprises, a number of new enterprises were add¬ 
ed during the depression- These include banking (the Reconstruc¬ 
tion Finance Corporation), the construction and operation of 
plants for generating power and for nitrogen fixation (Tennessee 
Valley Authority), housing, and miscellaneous public improvements. 
Among the states the development of public enterprises has been 
no less conspicuous. Warehouses, canals, grain elevators, electric 
railways, docks and wharves, toll bridges and tunnels seem to be 
the principal forms. In local government an Important group of 
municipal utilities" - water supply, gas and electricity supply, 
and street railways dominate all other forms. 


Whether or not the operation of public enterprise yields 
substantial amounts of new revenue depends In large measure upon 
questions of policy. Many governmental properties and public-ser¬ 
vice enterprises are maintained entirely at public expense. Most 
of the services of public parks, playgrounds, and educational in¬ 
stitutions, for example, are gratuitously supplied. With regard 
to that group of public-service enterprises which operates for 
revenue, price policies may be based upon one of three principles. 
In accordance with the first of these, government prices may be 
fixed so as to yield an Incidental profit. This Is true of the 
Port of New York Authority's Holland Tunnel and of the rates usu¬ 
ally charged for the use of public tell bridges. Second, prices 
may be selected which are just high enough to cover all costs. 

This principle (known as the cost-of-service principle) is appli¬ 
cable to public enterprises that are able to operate without loss 
at a level of prices not too high to restrict consximptlon. Third, 
a schedule of rates which meets only a part of costs may be adopt¬ 
ed, the justification of which lies in the social desirability of 
the service rendered. For example, postal rates on second-class 
mail are fixed below costs on the theory that public education Is 
furthered by a wide diffusion of printed matter. 
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The chief forms of administrative revenues are fees, fines, 
license charges, and special assessments, each of which arises in 
connection with the performance of some administrative or special 
service activity of government. In the case of fees and special 
assessments, payments are made for special benefits or for specif¬ 
ic privileges conferred upon the Individual by the state and are 
intended to meet the cost of rendering these services. A fine is 
not, strictly speaking, designed for revenue purposes at all. It 
is incidental to the process of law enforcement and tends to be 
assessed in accordance with the nature of the offense rather than 
the offender's ability to pay. At the same time, the proceeds of 
fines are used to help defray the expenses of administration and, 
in that respect, are properly to be regarded as revenues. 

Fees . In return for certain special administrative, regula¬ 
tory, or judicial services which confer a definite benefit upon 
the individual, the government exacts a fee. The registration of 
a deed or a patent or the Issuance of a passport, for Instance, 
requires such payment. The fee usually is a flat figure which all 
applicants for the service must pay regardless of their ability to 
pay. Although the fee is supposed to bear some relationship to the 
cost of the service, the amount is generally adjusted arbitrarily 
and, in democratic countries, is placed at a fairly low level. The 
line of distinction between a fee and the charge made for a license 
is somewhat blurred. The license charge differs from the fee prin¬ 
cipally in the greater emphasis placed upon the idea of privilege. 
That is, a fee is a quid pro quo given in exchange for a definite 
service and a measurable benefit, while a license charge is a pay¬ 
ment for the possession of a privilege which, moreover, is usually 
a continuous one. Examples of this are marriage licenses and the 
payments required of motor vehicle owners or of those who wish to 
engage in certain occupations. A license charge resembles a fee 
Insofar as It is based upon the cost of service, and Is similar to 
a tax in cases where the charge is measured by the value of the 
privilege to the individual. 

Special assessments. The special assessment is an important 
form of revenue in local government and is, in fact, its principal 
means of financing the rapidly growing volume of public improve¬ 
ments. It may be defined as a special charge levied against indi¬ 
vidual property in return for benefits enjoyed by that property as 
a result of public improvements. This type of revenue Is used by 
municipalities to defray the cost of parks and playgrounds, paving 
streets, and laying sidewalks, and the like. Some states use it to 
meet part of the costs of highway construction. Even the federal 
government has applied it in some of its reclamation projects. 
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Tnls type of revenue Is not new, for it ii.ay be traced back to me¬ 
dieval England and to the American colonial period. But only dur¬ 
ing the past fifty years has it come to assume a position of great 
importance in the United States. Three reasons explain the popu¬ 
larity of this form of revenue. First, it is upheld as a more 
equitable method of financing improvements than general taxation. 
The assessment is justified by the fact that public Improvements 
enhance the value of adjacent private property. The obligation of 
the individual payer, theoretically, should not exceed the value 
created by the Improvement, but actually such a maximum is not 
always recognized. Second, the special assessment offers a way of 
financing Improvements without exceeding the tax and debt limita¬ 
tions usually Imposed upon local units of government by state con¬ 
stitutions or by statute. And third, no property - even that of 

religious, educational, or philanthropic institutions - la granted 
exemption. 


TAXES 

Perhaps the best definition of a tax is one suggested by 
Professor Sellgman. His view is that a tax Is "a compulsory con¬ 
tribution from the person to the government to defray expenses in¬ 
curred in the common interest of all, without reference to special 
benefits conferred." Prom this definition it follows that the im¬ 
portant characteristics of a tax are: ( 1 ) it is compulsory. In the 
sense that it is levied regardless of the will of the payer; (2) 

It is a personal obligation (the person may be either natural or 
corporate); (3) In the modem state the taxpaying obligation does 
not rest upon the receipt of any special benefit; and (4) the pro¬ 
ceeds are devoted to purposes of the general welfare. The special 
assessment and the tax are alike in that both are compulsory, both 
are levied for a public purpose, and both, constitutionally, are 
founded upon the taxing power. The differences between them are 
no less significant. Since a tax may fall upon anyone, the taxpay¬ 
ing obligation tends to be universal, whereas special assessment 
Is levied only upon those owners whose property is adjacent to the 
Improvement. Again, different considerations govern the levy of a 
tax and a special assessment. In the latter case special benefit 
Is the paramount consideration. In the case of a tax, ability to 
pay rather than benefit is the principal standard; it is, at least, 
with regard to some of the most important forms of taxation. An¬ 
other difference, which was suggested above, is that certain indi¬ 
viduals and properties are exempt from taxes but. are not exempted 
from special assessment. 

Since taxation Is the mainstay both of federal and of state 
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and local revenues, a more extended treatment of the subject is 
essential. Before presenting a description of the current tax sys¬ 
tem of the United States, some important changes which have oc¬ 
curred in that system since 1913 will be briefly sketched. 

GROWTH OF THE TAX BURDEN, 1913-1930 

Many factors have operated to determine the particular form 
of our present tax structure. Several vital changes introduced 
between 1913 - the year of the adoption of the federal income tax 
amendment - and 1930 established its broader outlines. The modifi¬ 
cations introduced during this seventeen-year period were, for the 
most part, responses to the need of readjusting revenues to the 
rapidly rising costs of government. Some idea of the magnitude and 
rate of growth of the total tax burden may be obtained by compar¬ 
ing the total tax bill of 1913 with that of 1930. In the former 
year the total tax load (federal, state, and local) was $2,259 
million. By 1930 it had risen to $10,300,000,000, an Increase of 355 
per cent,the per capita charge Increasing from $23 to $84,or 256 per 
cent. The "real" tax bill of 1930 - 1«e.. the 1930 total of taxes 
translated into 1913 dollars - amounted to nearly two and three- 
quarters times the bill of 1913. 

Although the rising volume of public expenditures largely 
explains the growing tax burden, it is not to be inferred that the 
trends of the tax burden and of expenditure have been exactly the 
same. In several years between 1913 and 1930, and in every year 
since 1930, total government expenditures have exceeded total tax 
revenues. This is explained, in the first place, by the fact that 
governments defray their expenses by tapping sources of revenue 
other than taxation. In the second place, public expenditures are 
sometimes financed by borrowing, which are expected ultimately to 
be repaid out of taxes or other revenues. Therefore, the curves of 
taxation and expenditure may be, and usually are, different. 

The increase in the tax burden since 1913 has been due mainly 
to the operation of powerful social forces which have reacted up¬ 
on governmental functions and expenses. The war of 1917-1918, the 
rise in the general level of prices, the growth of wealth and in¬ 
come, the demand for more and better government services during a 
period when the country's living standards were rising, the de¬ 
velopment of the automobile, and the increasing urbanization of 
the population were among the contributing factors. During the 
1930's huge outlays made for the purpose of combatting the depres¬ 
sion provided the basis for heavier tax levies, while in 1940 and 
1941 the national defense program became the immediate cause of a 
sharp rise in federal taxation. 
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DISTRIBUTION OF THE TAX BURDEN, 1913-1930 
The foregoing short outline sketches the growth of the tax 
burden. A second aspect of the same problem is the manner in which 
the burden is apportioned among the taxpayers. Shifts in the dis¬ 
tribution of the tax burden are made by changing the relative fis¬ 
cal importance of special types of taxes. The major changes In 
the general tax structure (federal, state, and local) which were 
introduced between 1913 and 1930, In the order of their Importance 
wore: (1) the growth of income, inheritance, and estate taxes; 

(8) the rapid expansion of automobile license and gasoline taxes; 
and (3) the loss of liquor revenues due to prohibition. 

In 1913 the general property tax supplied about fifty-eight per 
cent of total tax collections, while the second largest single source 
of revenue was the tax on liquor and tobacco, which yielded seven¬ 
teen per cent of the total. Customs duties, responsible for about 
fourteen per cent of the total, formed the third largest single 
item. Thus, approximately ninety per cent of the nation’s total 
tax revenues in 1913 was derived from these three sources. Income 
and inheritance taxes supplied less than three per cent of all 
revenues in 1913, with motor-vehicle licenses of negligible im¬ 
portance . 

By 1930 a strikingly different situation existed. General 
property tax yields had dropped from fifty-eight to forty-eight 
per cent of the total. Income taxes occupied second place and fur¬ 
nished twenty-six per cent of the aggregate tax revenue for that 
year. Motor vehicle licenses and gasoline taxes had moved into 
third place, accounting for eight per cent of tax revenues. Import 
duties provided only five per cent of total collections, and to¬ 
bacco tax yields likewise supplied only five per cent, although 
the absolute yield was five times as great as that of 1913. Taxes 
on liquor had ceased to represent a source of revenue. 

In summary, the 1930 tax system imposed a relatively lighter 
burden on the articles of mass consumption, as is shown by the 
relative decline in customs and excise duties, than the tax struc¬ 
ture of 1913 and a relatively heavier burden on the well-to-do, as 
indicated by the increasing importance of taxes on Incomes and 
estates. In other words, the movement toward heavier direct taxa¬ 
tion meant the adoption of the principle of ability to pay . At the 
same time, the tax system of 1930 gave substantial recognition to 
the benefit principle of taxation as the growth of taxes on motor 
vehicle owners testifies. An analysis of these two principles will 
be presented in the next chapter. 

The extent of the relative change from Indirect to direct 
taxation Is clearly shown by further analysis of the federal tax 
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structure. In 1913 customs duties accounted for about one-half, 
liquor taxes for about one-third, and excises on tobacco for about 
one-tenth of the total federal tax collections. In 1930 indirect 
taxes supplied slightly less than one-third of the total, due 
partly to the loss of liquor revenues but principally to the addi¬ 
tion of the income tax, which provided two-thirds of federal rev¬ 
enue in that year. 

During the depression years of 1930, 1931, and 1932 - as the 
preceding account has shown - the American tax system rested upon 
two broad bases, the income tax and the general property tax. Ap¬ 
proximately 75 per cent of the total tax revenues of the nation 
in 1930 was derived from these two sources. The broad recognition 
given to the principle of ability to pay - as manifested by the 
federal Income tax and estate tax and by the phenomenal growth of 
state income tax laws between 1913 and 1933 - has been somewhat 
modified by a return to heavy commodity and consxunption taxation. 
Such taxes have, in many states, taken the form of sales taxes. 
These significant changes, along with many others adopted since 
the inauguration of the "New Deal," have been superimposed upon 
the tax structure of 1930. Together they make up the present tax 
system, a description of which immediately follows. 

THE PRESENT AMERICAN TAX SYSTEM 

The $13.8 billion in tax revenue raised in the United States 
in 1939 came from federal, state, and local systems.^ The largest 
share, about forty per cent of the total, was federal revenue, 
with the states taking about twenty-eight per cent of all collec¬ 
tions. Cities of 300,000 population and over received eleven per 
cent, while the share of all other local units was twenty-one per 
cent • 

In what sense is it correct so speak of an "American tax 
system?" "The thousands of local systems and the state systems 
are all more or less Independent of each other and of the federal 
system. The result is a much greater degree of tax decentraliza¬ 
tion than in any other major nation of the western world. Indeed, 
the decentralization is so marked that the entire body of taxes In 
the United States Is rarely thought of as one system. The term 
"system" will, nevertheless, be used in the present survey to 
cover the aggregate of taxes levied by the federal government, the 
state governments, and the local units within the states. The term 
may be misleading in some ways, but at least it draws attention 
to the importance of considering all these taxes as a single group, 
not as Isolated units. 


1. Approximate figure for 1939 . This figure includes payroll taxes 
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A tax system that is the same in all parts of the country 
cannot be expected under a decentralized government. The federal 
government's tax system. It is true, is required by the Constitu¬ 
tion to be uniform in the geographical sense. For example, the 
federal government could not set the rate of its gasoline tax at 
two cents a gallon in one part of the country and at three cents a 
gallon in another. The state governments, however, divide the 
country into forty-eight different tax systems (forty-nine, if 
the District of Coliimbia is included). Moreover, a state system 
is sometimes not geographically uniform. In Arkansas, for example, 
the rate of the gasoline tax at interstate bridges and in towns 
near the border is the same as the rate in the adjoining state, 
regardless of the rate levied in the rest of Arkansas. 

In addition, each of the 175,000 odd counties, cities, school 
districts, and other local units into which the states are subdi¬ 
vided has its own tax system, but only on sufferance of the state. 
The units sometimes overlap - for Instance, counties and school 
districts. Only rarely do any two local units have exactly the 
same tax structure, including the same rates, although all local 
units depend almost entirely on the property tax in some form. 

"As a result of this overlapping, the United States is split 
up into hundreds of thousands of areas differing each from all the 
others in the cumulative federal-state-local tax burden directly 
applicable to the property or persons within its borders. The 'tax 
system of the United States is multilayered, dual— sovereign, and 
geographically heterogeneous. This complexity makes it especially 
difficult to view the system as a whole. 

CURRENT TYPES OF TAXES 

Property taxes . A description of each of the principal types 
of taxes and of their relative importance is essential to an un¬ 
derstanding of the tax system. The first type to be considered is 
the property tax, which enjoys the distinction of being the most 
productive tax in the entire system. It yields slightly more than 
one-third of the aggregate tax revenue from all sources - federal, 
state, and local - and is producing roughly $4,366,000,000 a year, 
or about 52 per cent of the total state and local revenues. The 
states derive only five per cent of their revenue from this tax, 
the rest being collected by local units. The federal government 
levies no property tax. The traditional form assumed by this tax 
has been that of a uniform levy against all real and personal prop- 


1. Quoted by permission from Twentieth Century Fund, "Pacing the 
Tax Problem," page 9, 
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erty owned by the taxpayer except certain specified items which 
are exempt. Hence, it has become known as a general property tax. 
Its justification rests upon the assumption that possession of 
property reflects ability to pay taxes and that property owners 
receive benefits from the existence of orderly government. 

The property tax is levied annually on the assessed value of 
property as of a given date, in contrast with many other taxes in 
the United States which are based upon Income, amount produced, or 
other forms of wealth requiring measurement of a flow of money or 
goods over a period of time. The rate of the property tax, which 
is a proportional and not a progressive tax, usually varies from 
year to year and differs widely throughout the coxmtry.^ A uni¬ 
form rate is levied against the value of the property of the tax¬ 
payer no matter how valuable the property or who owns it. 

Prom the standpoint of equity, the general property tax is 
far from being an ideal tax. It is unjust, for example, to tax 
tangible oersonal property of different kinds at a uniform rate. 
Jewelry, household furniture, and clothing usually provide no 
monetary return to the ovmer; merchants' stock in trade, farm im¬ 
plements, and factory machinery in operation presumably do earn 
incomes. The general property tax, moreover, has led to competi¬ 
tive undervaluation among local communities and has encouraged 
tax evasion and dishonesty. Concealment of certain kinds of per¬ 
sonal property, particularly intangible claims upon income, has 
been a common practice. The impossibility of effectively enforc¬ 
ing the general property tax has led to reforms in many communi¬ 
ties, such as the assessment of lower rates upon personal proper¬ 
ty than upon real property. In view of these changes, the tax can 
scarcely any longer be considered as one tax. It has become a 
modified or classified property tax with different rates on dif¬ 
ferent kinds of property. 

Income tax. The levy on personal and corporate incomes has 
displaced the property tax as the most representative tax of the 
modern era. The net income of persons or families is regarded to¬ 
day as the best measure of individual tax-paying capacity. The 
justification of a tax on corporate income is established on the 
grounds that a business corporation is a going concern possessing 
a tax-paying ability apart from that of the individuals connected 
with it. In total annual yield, the income tax is second only to 
the property tax, aggregating in 1939 $2,531,000,000. This was 

1. Proportional taxes take the same proportion of all Incomes or 
properties regardless of size; progressive or graduated taxes take 
larger portions of larger incomes or amounts of property than of 
smaller ones. 
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about twenty-one per cent of all tax collections, or approximate- 
y forty per cent of total federal tax revenues In that year. In 
1930 income taxes supplied two-thirds of the federal revenues. 

The use made of the Income tax by the three layers of government 
Is precisely the reverse of that made of the property tax. The 
federal government makes great use of the former and none of the 
latter; in local governments, the opposite is true. About two- 
thirds of the states have adopted the income tax In some form but 
do not rely very heavily upon its yields. All of the states apply¬ 
ing income taxes received about $352,000,000 from this source in 
1939. 

Rates on personal incomes are progressive. The federal rates 
are graduated from four per cent on the taxpayer's first $4,000 
of taxable net income to seventy-nine per cent on that part of 
one's net income above $5,000,000. State rate schedules usually 
are much less progressive than the federal, for they tend to be 
heavier than federal rates In the lower Income brackets and very 
much lighter in the higher ranges, as exemplified by the New York 
State Income tax law. The principle of graduation of tax rates Is 
accentuated by the complete exemption of small incomes. The per¬ 
sonal exemptions are high enough to eliminate the majority of In¬ 
come receivers as income taxpayers to the federal government. For 
the year 1939 about 7,569,000 persons made federal Income-tax re¬ 
turns, of which approximately one-half wore taxable.^ On corpora¬ 
tion income, the federal rate is eighteen per cent on net Incomes 
over $25,000. The tax on corporate net income not over $25,000 
rises from 12-1/2 per cent on the first $5,000 to fourteen per 
cent on the next $15,000 to sixteen per cent on the next $5,000. 
Excess profits tax rates range from six to twelve per cent. 

A new venture in the field of federal taxation of business 
was undertaken in 1936. In the Revenue Act of that year Congress 
superimposed upon the standard forms of corporation Income, ex¬ 
cess profits, and capital stock tax, a system of graduated taxes 
on undistributed corporate income. Only that proportion of a cor¬ 
poration's net Income was taxable which was not paid out in divi¬ 
dends but was added to surplus. Although fiscal expediency was 
the governing factor in the adoption of this measure, the law was 
designed to Increase the control of government over the flow of 
money incomes. It was allowed to lapse on January 1, 1939. 


1. Because of the reduction. In 1940, of the personal exemption 
to ¥800 for single persons and to $2000 for heads of families, the 
number of Individual Income tax returns In 1941 should increase 
to approximately fifteen million. 
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Payroll taxes. The federal payroll taxes, levied as part of 
the old-age benefit and unemployment-compensation program of the 
Social Security Act of 1935 (to be described In detail in chapter 
46) may be regarded as a special type of personal income tax upon 
the wages and salaries of those working in occupations covered by 
the law. In certain important respects, however, there are marked 
differences from the Income tax. Neither graduated rates nor the 
principle of exempting the lowest Incomes are applied to this tax. 
The duty of paying unemployment-compensation taxes moreover, falls 
upon the employer rather than the wage earner. The most important 
difference of all lies in the fact that the insured worker is 
promised a direct benefit, in the form of insurance payments, in 
return for the deductions made from his pay envelope. 

It is clear that payroll taxes are coming to assume a posi¬ 
tion of considerable Importance in our revenue system. Their total 
yield to the federal government in 1939 was $740 million. Most of 
the revenue comes from the old-age benefit tax, the purpose of 
which is to create an old-age annuity fund. Under the original 
provisions of the act, the tax rate was to rise every three years 
until by 1949 it would reach six per cent Under the amendments 
of 1939 the rate for both employer and employee is one per cent 
of the employee's wages \mtil 1943, thereafter rising gradually 
until it reaches the maximum rate in 1949. Half the tax is de¬ 
ducted by the employer from the employee's wages, and the other 
half is contributed by the employer. 

No part of the unemployment-compensation tax is to be deduct¬ 
ed from the employee's wage. This tax is based on total payroll, 
while the old-age fund tax is not assessed against the compensa¬ 
tion of those who receive more than $3,000 per year. Unlike the 
old-age benefit tax, the unemployment-compensation tax is not de¬ 
signed primarily as a source of revenue to the federal government; 
it rather la a device to Induce the states to adopt unemployment- 
compensation plans which meet with the approval of the Social Se¬ 
curity Board. This particular form of "incentive taxation" allows 
any employer who pays a state unemployment-compensation tax to de¬ 
duct from the federal tax an amount up to ninety per cent of the 
latter. What revenue the federal government may receive from the 
tax la not necessarily earmarked for any specific unemployment- 
compensation program. As a result of this strong Inducement, all 
states and the District of Columbia have passed unemployment-com¬ 
pensation laws approved by the Social Security Board. 

Certain broad occupational groups were not included in the 
original act - agricultural labor, domestic service, railroad em¬ 
ployees, and others. More extensive discussion of this aspect of 
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the law will appear in chapter 46 of this work, which deals with 
social security. A special tax, which yielded about $150 million 
in 1938, is imposed on railroads to provide for old-age benefits 
among railroad employees. 

^tax. The sales tax has undergone considerable expansion 
in the United States since 1930. Of the many forms of sales taxes, 
that most commonly in use today is the tax, levied at a uniform 
rate, on retail sales of articles and services, although xmder 
some taxing jurisdictions, exemptions are provided for certain 
essentials of life, such as food- In 1939, twenty-six states and 
four cities were levying sales taxes of one type or another. The 
proposal that Congress enact a general manufacturer's sales tax, 
the only kind of federal sales tax administratively feasible, has 
not been seriously entertained since 1932. The aggregate revenue 
supplied to the states from this source amounted to $440 million 
in 1939; in New York City the yield of the city's sales tax in 
1939 was more than $58,000,000. The sales tax provided about 
$571,000,000 in 1939, or seven per cent of total state and local 
tax revenues. Some of the market effects of the sales tax are 
treated in the following chapter. 

Liquor and tobacco taxes . Taxes on liquor and tobacco are a 
special kind of sales tax. Long before the popularity of the 
sales-tax principle, these two commodities had been singled out 
for heavy taxation. The reasons for taxing these articles are pre¬ 
dominantly fiscal, although, in some measure, taxes on liquor and 
tobacco are Imposed for purposes of regulation. 

The federal liquor tax alone yielded about $590 million in 
1939, or a little more than ten per cent of federal tax revenues. 
This is an indirect tax, for, although it is collected from the 
liquor manufacturers, the government intends that the burden be 
passed forward to the consumers. Different rate schedules apply 
to distilled spirits than to beer and wines. The states derived 
about $212 million in 1939 from liquor taxes, or more than five 
per cent of total state revenues. Por the most part, states apply 
their liquor taxes to sales made by wholesale and retail traders 
rather than to manufacturers, and the principle of monopolistic 
and government-owned dispensaries has been adopted by several 
states. 

The federal tobacco tax, like the liquor tax, is made up of 
several levies on different kinds of products, with the cigarette 
tax of about six cents per package the greatest revenue producer. 
The total tobacco tax yielded $580 million to the federal govern¬ 
ment in 1939, or about ten per cent of its total tax revenues. A 
new development in tobacco taxation is the adoption of special 
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cises against cigarettes by state and local jurisdictions* For 
example. New York City's special cigarette tax of one cent per 
package was quickly followed in the spring of 1939 by a New York 
State law levying a per-package tax of two cents* 

Highway taxes. The construction of the extensive highway 
system of the United States has been financed for the most part 
by special taxes and license charges - the gasoline tax and the 
annual registration charges collected from owners of motor vehi¬ 
cles. Each of the three levels of government makes use of one or 
the other of these. The federal government levies a one-cent-per- 
gallon tax on gasoline and a tax on lubricating oil and automobile 
parts but no motor-vehicle tax, except for the District of Colum¬ 
bia. All states levy gasoline and registration taxes, and even 
some local governments tax the sale of gasoline. Although the 
federal tax on gasoline is uniform, the rates levied by the 
states vary widely. 

Federal yields from the gasoline tax, amounting to about 
$207,000,000 in 1939, combined with the total state and local col¬ 
lections of around $800,000,000 per annum, make the gasoline tax 
in point of revenue the largest revenue producer of any tax in 
the country levied on a single article; this amount constitutes 
more than eight per cent of the total tax revenues of the nation. 
This means that the gasoline tax is the third most productive tax 
in the entire system. The motor vehicle tax reaches more people 
directly than any other Impost. It has been estimated that from 
fifteen to twenty million out of the thirty million families in the 
United States pay this tax, virtually all the proceeds of which 
flow into state treasuries* About thirteen per cent of state tax 

revenues are supplied by this levy. 

Death duties and gift tax^. The tax on transfer of property 
at death Is a very old method of raising revenue but, like the in¬ 
come tax, its general use is of fairly recent date. Besides the 
constant search for new and fruitful sources of revenue, the rapid 
spread in the employment of death taxes is attributable to such 
factors as the Increasing skepticism toward the social usefulness 
of perpetuating large fortunes, the growth of democratic ideas, 
and the general acceptance of the ability-to-pay doctrine in tax¬ 
ation. Death taxes serve fiscal purposes and at the same time in¬ 
vest the government with control over the disposition of large 
accumulations of wealth. 

There are three forms of death duties, two of which are 
levied on the transfer of property after death and the third on 
gifts made by a living person in anticipation of death. The first 
two are commonly described as the estate tax and the Inheritance 
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tax. The former is levied on the value of the decedent’s estate 
as a whole and is the type used by the federal government. The 
Inheritance tax, which is levied upon the share received by each 
beneficiary, is found in most states, although some states have 
adopted both forms. Local units make no use either of death or of 
gift taxes. Death taxes are analogous to the property tax in that 
the tax is based upon the capital value of property, but they re¬ 
semble the income tax in that the rates levied against estates 
and Inheritances are heavily graduated. In the case of the inher¬ 
itance tax, progressive principle is applied both to the magni¬ 
tude of the bequest and to the degree of relationship which the 
beneficiary bears to the decedent. A bequest to a collateral heir 
or a friend is taxed at a higher rate than one to a near relative. 
Furthermore, exemptions for the former tend to be lower. 

Although the transfer of property at death is regulated by 
state rather than federal laws, the states do not derive as much 
revenue from taxing such transfers as does the federal government. 
The states collected in 1939 about $132,000,000 from this source, 
as compared with about $361,000,000 collected by the federal gov¬ 
ernment due to the higher rates levied by the latter. The maxi¬ 
mum rate is seventy per cent on that part of the estate above 
$50 million with deduction of state inheritance taxes from the 
federal tax permitted up to eighty per cent of the federal assess¬ 
ment. Aggregate estate, inheritance, and gift tax revenues in 
1939 were $493 million, or four per cent of total tax collections 
by all taxing authorities. 

The purpose of the gift tax Is to prevent wholesale evasion 
of death duties. The yield of the federal tax on gifts is rela¬ 
tively small, but has been larger than expected. The federal 
rates are three-fourths as high as its estate-tax rates. In re¬ 
cent years, the states have turned Increasingly toward the taxa¬ 
tion of gifts. In 1937, three states Imposed gift taxes; by Feb¬ 
ruary, 1941 the number had Increased to nine. 

Customs duties . The eighth type of tax to be considered is 
customs duties, which represents the second of the two major ^ 
forma of commodity taxation. The other form - excises or Internal 
taxation of selected commodities — has been described above* 

While states, as well as the federal government, are empowered to 
levy excises on domestically-produced articles, the federal au¬ 
thority under the Constitution is given the exclusive right to 
tax Imports. No unit of government can impose taxes on exports, 
though bounties on exports are permitted by the Constitution. A 
"tariff" schedule is a complicated and elaborate arrangement with 
a bewildering variety of commodity classifications, each with its 
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own special rates. Articles on the "free list" are admitted with¬ 
out duty. Some import duties are levied for purely fiscal pur¬ 
poses, while others are imposed for the ourpose of regulating the 
volume and character of import trade. In the latter class are 
found duties which may prohibit certain imports altogether. Other 
federal customs duties are designed to balance existing taxes on 
domestically-manufactured goods in order to avoid penalizing the 
domestic producer. This is the case, for example, with a part of 
the import duty on liquor. Customs duties yielded about $310 mil¬ 
lion in 1939, or roughly six per cent of aggregate federal tax 
revenues. 

Miscellaneous taxes . The forms of taxes described above are 
the main supports of the American tax system, altogether supply¬ 
ing more than nine-tenths of the total annual federal, state, and 
local tax revenues. The remainder of the government's annual flow 
of tax receipts comes from miscellaneous taxes not any one of 
which can claim to be a major type. Most productive among the 
miscellaneous federal taxes are those levied upon commodities re¬ 
garded as luxuries or semi-Ixixuries. Taxes are also levied, more 
for regulation than for revenue, on a number of products, such as 
narcotics and adulterated foods, whose consumption is considered 
harmful to the community. States, as well as the federal govern¬ 
ment, derive some revenue from miscellaneous sources. Special 
taxes on business are fairly common, the most typical being taxes 
on chain stores, insurance companies, and general capital stock. 
Several states levy a special tax, known as a "severance" tax, on 
any business, corporate or otherwise, engaged in extracting oil, 
gas, coal, or minerals from the earth or in the cutting of timber. 

To summarize, local tax systems are made up almost entirely 
of direct poll and property taxes which do not lend themselves to 
progression. The 10 per cent of revenue which does not come from 
these taxes is derived from shared taxes. State tax systems are 
more varied than are the local structures. In fact, the states use 
every important tax employed by the federal government except the 
customs duty and many draw revenue from the property tax besides. 
The principle of progression is applied more widely in states than 
in local units but less so than in the federal government. 

QUALlTIliS OF A GOOD TAX SYSI FM 

Is the American tax system a satisfactory one? If close co¬ 
ordination among the various units of government is selected as a 
basis for Judgment, the answer must be in the negative. Perfect 
coordination, however, is hardly to be expected in a decentralized 
aystem of government, which necessarily means a decentralized tax 
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system. In the American scheme of government, local units render 
many important services which could not be undertaken without 
some measure of independence in financing them. Without some fis¬ 
cal resources of their own, they would become entirely dependent 
upon subsidies from large units of government, an arrangement 
which would tend to destroy many of the advantages of local self- 
government. On the other hand, the greater the independence of 
local units, the greater is the resulting disorganization of the 
tax system as a whole. Under these circumstances, such problems 
as competitive tax-grabbing and multiple taxation are likely to 
become very serious. 

Many of the evils of local finance could be mitigated by a 
more effective coordination among all types of governmental units. 
Such coordination would not be Incompatible with a reasonable de¬ 
gree of local financial independence. Some trend toward greater 
cooperation is evident in this country at the present time. A con¬ 
spicuous illustration of this is the elaborate arrangement of 
grants to localities, chiefly for education, that exists in some 
states. Furthermore, a substantial amount of local revenue for 
other purposes is derived from federal and state aid and from 
shared taxes. The most Important form of coordination between fed¬ 
eral and state taxation is the tax-crediting device used in con¬ 
nection with death taxes and the unemployment-benefit payroll 
tax. Federal grants to states for highways and, in recent years, 
for relief have been substantial. States, on the other hand, do 
not share any particular tax with the federal government. 

Coordination among the various parts of a tax system is by 
no means the sole requisite of a satisfactory system. Obviously, 
a tax system must be productive of revenue. Productivity, in turn, 
depends not only upon the number and kinds of taxes but also upon 
their efficient operation and administration. A sound tax system, 
moreover, must avoid those kinds of taxes which tend to weaken or 
destroy the main sources of present and future revenue. Excessive¬ 
ly burdensome taxation on production, cons\unptlon, or income, for 
example, may "kill the goose that lays the golden egg."^ 

A desirable tax system must be sufficiently flexible or 
elastic to meet unforeseen contingencies and readily adjustable 
to new economic and social conditions as they emerge in a swiftly 

1. At the present time (1941) many advocates of tax reform, im¬ 
pelled, in part, by the necessity of meeting the heavy expendi¬ 
tures of the rearmament program, \irge a complete overhauling of 
the tax system for the purpose of securing greater efficiency of 
administration and increased revenues. Merely to raise rates and 
broaden the basis of certain existing taxes is held to be inade¬ 
quate to achieve these alms. 
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changing world. Two Illustrations of the kind of rigidities which 
have tended to weaken the American tax system are the general 
property tax, which was not modified until long after it had be¬ 
come outmoded, and the tax-exemption privilege which applies to 
most of the income derived from government securities. Still an¬ 
other feature of a model system is .a combination of two seeming¬ 
ly contradictory qualities, simplicity and diversity. A simple tax 
system is one which is easily understood by all taxpayers; the ad¬ 
vantage of diversity lies in the greater fiscal security of the 
government. A wide diversification in the objects of taxation en¬ 
ables the government to avoid the risks involved in relying upon 
only a few sources of revenue. 

Applying these criteria of a sound tax system to the import¬ 
ant forms of taxation in the United States, it can be seen that 
most of our taxes satisfactorily conform to some criteria but do 
not do so with respect to others. That tax which comes nearest to 
satisfying all the requirements of a suitable tax is the income 
tax - lacking, possibly, only in simplicity. But most important 
of all is the fact that it conforms to the fundamental criterion 
of justice in taxation, a discussion of which follows in the next 
chapter. 



42. EFFECTS OF VARIOUS FORMS OF TAXES 


The social implications and economic eTfects of taxation cen¬ 
ter largely around the distribution of the tax burden. The dis¬ 
tribution of this burden involves questions of justice, the 
achievement of which requires the solution of two problems: first, 
that of fonnulating the general outlines of a tax policy which 
the government believes to embody the ideal of justice; and sec¬ 
ond, the administrative problem of translating this ideal into 
practice. The first is an exceedingly complex problem because the 
concept of justice is so abstract and difficult to define. We 
shall not, however, seek a precise definition of justice at this 
point. For purposes of this discussion, a just tax system may be 
regarded as one under which each individual taxpayer bears approx¬ 
imately his fair share of the total burden of taxation. But how 
can the principle of equity be objectified? What is the measure 
of justice with reference to the taxpaying obligation? In other 
words, what is the amoxmt of wealth which the government can 
justly take from each individual? Although no absolute standards 
exist as a basis of judgement, two approaches to this question 
have been offered, each resting upon a different conception of 
the individual's relationship and responsibility to the state. 
These are known as the "benefit" and the "ability" theories of 
taxation. 

BENEFIT AS A MEASURE OF JUSTICE IN TAXATION 

The doctrine of benefit holds that the amount of tax paid by 
each person should be in proportion to the specific services ren¬ 
dered him by the government. This view was generally held during 
the 17th and 18th centuries. The whole transaction of paying 
taxes and receiving the services of government was regarded as a 
commercial exchange or bargain; each party - the taxpayer and the 
state - gave the other a quid pro quo. This viewpoint was a logi¬ 
cal phase of the individualistic contract theory of social organi¬ 
zation and the doctrine of natural rights. The inadequacy of this 
rule as a general method of determining taxpaying liabilities in ® 
closely-knit. Interdependent, twentieth-century society is evident* 
Neither cost of service to the government nor value of benefit to 
the individual could measure the amount of tax each person should 
pay in any modern industrial country. The values of most public 
services are incapable of precise measurement. Even if such mea¬ 
surement were possible, the enforcement of the benefit prlncipl® 
would be highly Inequitable and would result in a severe curtail- 
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merit of public functions. Under this plan a poor man would be more 
heavily burdened with taxes than a wealthy man since the poor tend 
to use government institutions, such as public schools, hospitals, 
and libraries, more than the rich. At a time when the government 
did little for the poor the benefit theory was more appropriate 
as a guide in public finance than it is at present. 

Taxpaying liabilities today arise more from a sense of social 
solidarity and of common social obligation than from measurable 
personal benefits to be bought and paid for. All of us are mem¬ 
bers of the state whether we like it or not, and are dependent 
very largely upon the common life and the common weal. Although 
the rule of benefit fails as a general maxim, it still plays an 
important role in our fiscal system - particularly in local fi¬ 
nance. More will be said of this shortly. In one sense, of course, 
the total fund of taxes paid to all units of government may be in¬ 
terpreted as a collective payment for the totality of services 
rendered. But this is not the meaning we usually associate with 
the benefit theory. 

ABILITY TO PAY AS A MHASURt OF JUSTICE 

The doctrine of ability to pay originated with Adam Smith. 

The first of his four famous canons of taxation is that "the sub¬ 
jects of every state ought to contribute toward the support of 
the government as nearly as possible in proportion to their re¬ 
spective abilltiesj that is, in proportion to their revenues which 
they respectively enjoy under the protection of the state." This 
seems clear enough, and would be fairly simple of application if 
we were secure in our knowledge of what "respective' abilities" 
are and if we were positive that "proportional revenue" accurate¬ 
ly reflects capacity to pay. Before Adam Smith's canon, in a form 
suited to twentieth century life, can be applied, it is necessary 
first to know what ability is, and second, to create a standard 
by which ability can be measured. 

Many answers have been offered to the question "What deter¬ 
mines an individual’s capacity to pay?" John Stuart Mill attempted 
to work out a subjective measure of ability which he called "equal¬ 
ity of sacrifice." A fair distribution of the tax burden would in¬ 
volve "a contribution from each person so that he shall feel nei¬ 
ther more nor less Inconvenience from his share than every other 
person experiences from his." More modem students of this sub¬ 
ject have taken this cue from Mill and have tried to construct a 
mile of taxation on the basis of "equality of sacrifice" or of 
"least sacrifice." Obviously, these worthy attempts have led to no 
effective administrative fomtula because they deal only with sub- 
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jective considerations. Wliat is needed is a workable objective 
rule. As one vsrriter says, "The state does not look to the feel¬ 
ings of the taxpayer but to the money value of his taxable capac¬ 
ity." 

The objective criteria of taxable capacity to which we can 
turn are property and Income. "General property" as a measure of 
ability can be dismissed at once. At an earlier stage of economic 
life, when property was largely confined to such tangible assets 
as land, buildings, and crops, this measure might have been ade¬ 
quate. With the rise of a complicated mass of intangible property 
and property rights associated with the modern business corpora¬ 
tion and with modern banking practices, general property falls 
down as a fair basic criterion of capacity to pay taxes. 

Income as ^ measure of ability to pay . Income Is perhaps the 
most accurate objective measure of ability to pay now available. 
The adoption of income as a standard of taxation imposes upon the 
government the obligation to give due weight to some very impor¬ 
tant qualifying factors. The amovmt of Income alone does not de¬ 
termine the true tax-paying capacity of one Individual in rela¬ 
tion to that of others. Net Income for taxable purposes is diffi¬ 
cult to compute with precision. The time element is an important 
complicating factor. Should net income - the true index of abili¬ 
ty to pay - be measured over one year or should it be based on 
some average of the taxpayer’s income over several years? Again, 
how was the Income procured - through chance gains, gifts, specu¬ 
lation, interest on bonds, rents and royalties, dividends, or la¬ 
bor? Did the receipt of Income involve any shrinkage in material 
assets as is the case In the lumber industry, oil production, and 
mining? Ftirthermore, what are the personal and domestic circum¬ 
stances of each taxpayer? Clearly, a bachelor with a ten-thousand- 
dollar-a-year income has a greater capacity to pay than a man 
supporting a family of five on the same Income. Finally, what part 
of a person’s Income is "pure" surplus over and above the amount 
necessary to call forth his services, his capital, or his various 
particular res ources ? 

Such considerations show that certain qualitative tests must 
supplement that of mere magnitude of income in order to arrive at 
any accurate measure taxpaying capacity. P\irther discussion of 
these various tests of ability to pay might well be undertaken, 
but only the last is given some elaboration here. This question 
not only raises an interesting point regarding the principle of 
capacity to pay and its application, but it also might well be 
made the foundation of a tax program in any modern progressive na¬ 
tion. The rational basis of such a possible program is the dis- 
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tlnction between different kinds of income with reference to their 
respective abilities to bear tax burdens. From this point of view 
some personal incomes or parts of such incomes are "costs of pro¬ 
duction," while others are "surplus" gains above necessary costs. 
To insure the continuous operation and growth of the productive 
equipment of society, certain expenditures must be made. The most 
important outlays of this character are: a wage level high enough 
to maintain the working classes on a level of comfort and effi¬ 
ciency; a rate of Interest sufficiently high to evoke .the saving 
which is one important source of supply of capital, and a scale 
of salaries, fees, and profits which will bring forth the business 
and technical ability needed to organize and manage productive 
enterprises. Such elements of income as excess profits, swollen 
salaries, exorbitant rents, and extra-ordinarily high dividends 
obviously fall outside these general cost categories and are, 
therefore, forms of surplus Income. These surplus elements of in¬ 
come have full ability to bear taxation. As will be shown later, 
a tax on these Income elements cannot readily be shifted. On the 
other hand, those elements of income which constitute necessary 
costs (as described above) have little or no ability to bear tax¬ 
ation. Taxes levied on these Income elements would cause a reduc¬ 
tion in the supply of productive power. The obvious inference to 
be drawn from this discussion is that the wisest and most equita¬ 
ble tax policy would be one which lays the aggregate burden of 
taxation on the surplus elements of Income. 

ABILITY TO PAY IN THE FEDERAL TAX PROGRAM 

Applying some of these general considerations for a moment 
to the fiscal situation in the United States, it would seem that 
both social justice and administrative expediency recommend the 
financing of government expenses through the widest possible ap¬ 
plication of the principle of taxing in accordance with ability 
to pay. Because such a policy Involves very heavy taxation of 
those with the greatest capacity to pay, it is often incorrectly 
described as a plan to "soak the rich." It should be clear from 
the foregoing discussion that this is far from true. A just tax 
program alms to cover not only the relatively small number of 
wealthy families and individuals but every one who possesses, in 
tei*ms of net taxable Income, any measure of tax-paying ability. 

Has the United States government committed itself to the kind 
of tax program outlined in the foregoing discussion? It is appar¬ 
ent from the excises on various consumers' articles and other 
special taxes applying to commercial transactions and to consump¬ 
tion, which were initiated in the Federal Revenue Act of 1932 and 
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continued in subsequent statutes, that it has not done so. As the 
depression moved into its third year, a marked change from previ¬ 
ously existing policy occurred. Congress turned again to indirect 
taxation. Of the 959 million dollars of additional revenue pro¬ 
vided for by the Revenue Act of 1932, approximately two-thirds 
were supplied by excise taxes which fell mainly on consumers. Al¬ 
though sharply Increased schedules of rates on "surpluses," as 
provided in subsequent revenue acts, had the effect of shifting 
some of the .tax burden back upon those with the greatest capacity 
to pay. Congress showed little disposition to moderate the heavy 
taxation of commodities. In 1939 internal revenues, exclusive of 
income, estate, gift, and payroll taxes, made up about 35 percent 
of the total revenues of the national government - still a very 
high ratio. In view of the rapid spread of the sales tax among 
the states, moreover, fiscal policy in the nation at large cannot 
be said to conform very closely to the principle of ability to 
pay. 


It might be argued that the present fiscal situation justi¬ 
fies the imposition of heavier tax burdens on consumers. The enor¬ 
mous expenditures of the federal government associated with the 
recovery program have thrown the budget out of balance for sever¬ 
al years and have given rise to an enormous increase in the pub¬ 
lic debt. Even a balanced federal budget - which seems to be out 
of the question for the immediate future - may be obliged to car¬ 
ry large appropriations for work relief. For this reason it might 
appear expedient to grasp at any available source of revenue. How¬ 
ever, a stronger case may be advanced on behalf of the view that 
emergency conditions, more than any other - including the admit¬ 
ted need of continuing work relief indefinitely - demand a feder¬ 
al tax structure based squarely upon the ability-to-pay princi¬ 
ple. To accomplish this the government would have to assess heavy 
rates on large incomes and estates and low rates on small incomes 
- though perhaps with an appreciable broadening of the income tax 
base so as to include more taxpayers - and also to abolish taxa¬ 
tion of all consumers’ commodities other than luxuries. The abili" 
ty-to-pay principle, moreover, calls for the extinction of tax- 
exemption privileges for holders o.f government bonds and the pre¬ 
vention of legal evasion of the Income tax by the well-to-do. In 
the words of Professor Groves of Wisconsin, "the holes in the tax 
fence must be mended." Such a tax structure would Involve a mini¬ 
mum encroachment upon general consuming power and would tend to 
forestall the accumulation of large amounts of idle capital. 

The ability-to-pay principle has not been universally appH®^ 
in this or any other country. Doubtless, it is impossible to gang® 
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every taxpayer's appropriate liability exactly in accordance with 
his total capacity to pay. This is not to question, however, the 
validity of the principle as a general working rule. In the United 
States,taxes are levied for federal, state, and local purposes. 
Certainly, no one will contend that this aggregate tax burden is 
distributed among taxpayers in proportion to each individual's 
ability to pay. Some taxes are progressive, some proportional, 
some regressive. Some are levied on the basis of ability to pay, 
some according to benefit received, some for no other reason than 
sheer fiscal expediency. Duplication, overlapping, and confusion 
often is the result, lluch confusion and injustice would disappear 
if all units of government were to cast aside the competitive 
scramble for revenue, and substitute a cooperative tax plan the 
cornerstone of which would be the principle of ability, tempered, 
of course, with application of the rule of benefit. 

The comment made in the previous chapter on the urgent need 
of greater fiscal Integration among the units of government will 
be recalled. Such reform would require considerably more coopera¬ 
tion among taxing jurisdictions than now exists. The suggestion 
has been made by some authorities that the principle of ability 
be used as the guide in national finance and the benefit doctrine 
be applied to local assessments. This proposal is impracticable 
at a time when the lines of distinction between federal, state, 
and local units, in terms of public functions, at least, are be¬ 
coming blurred and as the federal government enlarges its spheres 
of activity. Again, if this plan were adopted, the national gov¬ 
ernment could not levy any indirect taxes since this kind of tax 
is not readily applicable under the ability principle. The feder¬ 
al government should not relinquish its powers of Indirect taxa¬ 
tion. It must not be forgotten that many indirect taxes (as cus¬ 
toms duties and some internal revenue exactions) fulfill a regu¬ 
latory as well as a fiscal purpose. 

We cannot leave this subject without some explanation of the 
part played by-the rule of "benefit" in our fiscal system. There 
is good reason for adhering to this principle In so far as it ap¬ 
plies tc some forms of local finance, where a closer connection 
exists between specific services and revenues than in other units 
of government. Many services rendered by a municipality afford 
particular benefits to property which are roughly measurable. 
Street maintenance and cleaning, fire prevention, sewage disposal 
and garbage removal, and projects to beautify parts of the city 
all contain elements of special benefit to certain property owners. 
Taxpayers tend to be assessed in proportion to what these serv¬ 
ices are worth to them. Such taxation Is not inequitable. In the 
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larger cities "high pressure zones" are sometimes set off where 

additional taxes are levied to defray extra costs of services. In 

such cases the benefit principle is clearly In operation. The 

property ovvner's aggregate capacity to pay Is not the criterion 
to be followed. 

In summary, it seems evident that both ability and benefit 
rules" of taxation are necessary to our fiscal system; that they 
can be applied only approximately; that one rule cannot be made 
to apply to one type of taxing jurisdiction and the second rule 
to another type - both are relevant to all layers of government; 
and, finally, that both reflect the interdependence of man and 
society as well as the rapidly growing sense of social responsi¬ 
bility for the performance of general welfare functions, 

PROPORIIONAL AND PROGROSSJVE TAXATION 

_Dlff erent t^ypes and sizes of income . The doctrine of "ablll- 
ty-to-pay as the norm of justice in taxation gives rise to cer¬ 
tain important considerations which were only suggested above. It 
la a known and demonstrable fact that capacity to pay taxes grows 
much faster than the rate of increase of wealth and income and 
that it varies according to the sources of such increase. From 
this fact arise the issue of proportional versus progressive tax¬ 
ation and the policy of distinguishing between earned and un¬ 
earned income. Although these questions are corollary to the "abil¬ 
ity-to-pay" principle, they are in one respect a different ap¬ 
proach to the problem of apportioning the tax burden. They ap¬ 
proach it from the standpoint of the relations among different 
groups of taxpayers and different origins of income, while the 
ability doctrine views it from the standpoint of the taxpayers' 
relation to the state. 

Let us first examine the problem as it bears upon different 
classes of taxpayers. This relates to the question of formulating 
a rate policy. Should tax rates be proportional or should gradua¬ 
tion be applied to the higher Income groups? If the latter, how 
steep should the rate schedules be made? A few facts regarding 
personal incomes may throw some light on these questions. Fqr ex¬ 
ample, the total number of income-tax returns for the year 1937 
was 6,350,148, of which 3,371,443 were taxable returns, which 
means that only 2.5 per cent (approximately) of the total popula¬ 
tion possess the income-taxpaying capacity associated with "sur¬ 
plus" gains. 

A study of the distribution of these Incomes of the individ¬ 
uals reporting shows some interesting features. Of the total num¬ 
ber of individuals filing income-tax returns for the year 1937, 
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5,645,115, or approximately 89 per cent, received incomes of less 
than $5,000 per annum; the other 705,033 individuals received 
$5,000 or more. Of this latter group, more than 600,000 reported 
incomes of less than $25,000. Comparing the distribution of the 
highest Incomes in 1930 with that of 1937, 318 individuals re¬ 
ported Incomes between $500,000 and $1,000,000 in the former year, 
while in 1937 only 162 were in this bracket. In 1930, 150 persons 
received Incomes of $1,000,000 or more; in 1937 only 40 were in 
this income group. The year 1929 was an even better one for mil¬ 
lionaires than was 1930. There were in the United States 513 in¬ 
comes of $1,000,000 or more, of which New York State alone sup¬ 
plied 276. Twenty-one individuals reported Incomes of more than 
$5,000,000 in 1929.^ 

How should these groups, representing widely divergent capac¬ 
ities to pay taxes, be treated? There is abundant authority on the 
side of the proportional principle. Adam Smith advocated the "abil- 
ity-to-pay" doctrine, but supported the method of proportional 
taxation. From his time to the present the issue has been hotly 
debated. As the concept of democracy and the ablllty-to-pay theo¬ 
ry gained gro\ind, the tendency has been toward progression as Ita 
method of application, and, since the "New Deal" in the United 
States, toward a steeply ascending progression. Proportional tax¬ 
ation, however, does not lack supporters even today. Some authori¬ 
ties maintain that the rational basis for proportional taxation 
is the belief that the existing distribution of wealth should not 
be disturbed, a principle which has been dubbed the "leave-them- 
aa-you-find-them" theory. They argue that the ability principle 
throws no certain light on progression because differences in in¬ 
ability cannot be measured. Moreover, they ask, since graduation 
is not applied to the prices of goods, why should it be applied 
in taxation? Happily, this viewpoint is not officially accepted 
as the basis of present fiscal policy in this country. 

Current methods of progression . The nature and purposes of 
the modern democratic commonwealth, the doctrine of ability, and 
the functions of taxation give strong support to the principle of 
progression. The state exists to provide services designed to pro¬ 
mote the common good, the expenses for which must be met out of 
funds contributed by the members of society in rough proportion 
to their respective capacities to pay. These arguments not only 
demonstrate the indispensability of the progressive principle in 
the modern state but also point to the kind of progression that 

1. The effect of the depression on the wealthiest class is shown 
by the fact that 75 persons in 1931 and only 20 persons in 1932 
reported annual Incomes In excess of $1,000,000. 
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should be adopted. Progression may be moderate, steep, or of any 
graduation between these extremes. During the interval between 
the Revenue Act of 1926, when the high war-time rates were slashed, 
and the Revenue Act of 1932, progression in federal income and 
estate taxation was extremely moderate. Can anyone maintain that 
graduation was sufficiently sharp in relation to ability to pay 
when the 21 persons reporting incomes over $5,000,000 each in 1929 
paid only $31,000,000 in taxes out of their aggregate income of 
$180,000,000; or when the 116 individuals in New York State who 
had incomes of between •^>1,000,000 and $1,500,000 and who reported 
altogether a net income of $140,000,000 paid only $22,000,000 in 
taxes ■- 

In the Revenue Act of 1932 both normal taxes and surtaxes 
were substantially Increased. Under the terms of the Revenue Act 
of 1934, the highest bracket - income in excess of $1,000,000 - 
was taxed at a total rate (normal tax plus surtax) of 63 per cent. 
Subsequent legislation graduated surtaxes on personal incomes 
even more steeply. The surtax rates now existing range from 4 per 
cent on net incomes between $4,000 and $6,000 to 75 per cent of 
net incomes of $5,000,000 or more. This means that the total tax 
rate on annual net Incomes over $5,000,000 amounts to 79 per cent. 

A few words remain to be said regarding the different sources 
of taxpaying ability. This Involves the much discussed distinction 
between "earned" and "unearned" incomes, between permanent and 
temporary gains, between Incomes gained from labor and those 
gained from property and investments, or "lazy" incomes, as Glad¬ 
stone used to call them. Modern nations define earned incomes ar¬ 
bitrarily, to the exclusion of any moral or ethical imputation. 
Interest and other returns for the use or ownership of property 
are usually designated as "unearned" income. The real distinction 
is between an income derived from ownership of property and one 
obtained from physical or Intellectual work. 

Granted that such an economic distinction exists, can the 
higher rates on "unearned" incomes be defended as sound policy? 
The presumption generally is that "unearned" income denotes a 
greater ability to pay. Prom the viewpoint of equity in taxation, 
lighter burdens on earned incomes are without question legitimate. 
Even on purely economic grounds the two sources of income do not 
stand on an equal footing. The continuation of property incomes 
does not depend upon the maintenance of the owner's health, 
strength, or ability to work. The present federal law illustrates 
the arbitrary character of rulings on earned income. Prior to the 
Revenue Act of 1932, the taxpayer was allowed a deduction of 25 
per cent on earned Income. The Revenue Act of 1932 abolished the 
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distinction between "earned" and "unearned" income. It was restored 
by the Act of 1934, but the deduction allowed was only 10 per cent- 

TAX rVASlON ANn TAX 1 XI.Ml’HON 

The evasion of taxes raises another important aspect of the 
problem of equity in taxation. Concealment of assets and filing 
of fraudulent Income tax returns are illustrations of illegal 
methods of escaping the full measure of one's tax burden. But not 
all tax evasion is unlawful. In fact, many forms of tax evasion 
are perfectly legal and respectable. The shifting of a tax from 
one person to another, the decision of a consumer to escape the 
burden of a tax by refusing to purchase a commodity upon which a 
tax has been imposed, the migration of a family from one state 
which levies an income tax to another which levies none are legit- 
imate means of avoiding payment of specific taxes. Host signifi¬ 
cant of all, however, is the existence of great quantities of gov¬ 
ernment securities possessing partial or complete exemption from 
taxation. Thus, it is possible for a wealthy family to diminish 
the amount of its taxes consideraoly by investing heavily in this 

type of security. 

The most common mode of tax exemption exists in the practice 
of governments exempting their own properties from taxation. A 
government may also exempt the instrumentalities and properties 
of other units of government. Mutual exemption from taxation of 
federal and state properties is founded upon the legal doctrine 
that the taxation of the instrumentalities of one government by 
another Is a violation of the former's sovereignty. The fiscal 
and social Implications of this doctrine were not of vital impor¬ 
tance until the adoption of the federal Income tax, which taxes 
income from property rather than property itself. The huge war- 
loan Issues of 1917-1920 and the heavy borrowing of the federal 
government since 1930, coupled with extensive issues of bonds by 
states and cities to finance capital outlays, caused a tremendous 
expansion in government securities, most of the income from which 

is tax exempt. 

The gross volume of outstanding securities of all units of 
government exceeded 65 billions of dollars in value in 1937. The 
amount for the year 1940 is well In excess of 70 billions, almost 
three-fifths of which is wholly tax exempt and the remainder par¬ 
tially exempt. The value of tax exempt real property belonging 
to governments and to privately-controlled religious, charitable, 
and educational institutions also runs Into many billions of dol¬ 
lars. The mutual exemption of the salaries of public employees 
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and officials - a glaring injustice in our tax system - was dis¬ 
continued in 1939. 

Tne fiscal and market effects of tax exemption are bound to 
be far-reaching. One of the fiscal effects alleged by the oppo¬ 
nents of tax exemption is a loss of revenue to the government. 
However, it is doubtful whether governments lose more in tax rev¬ 
enues than they save in interest obligations to bondholders. It 
is important to remember that the tax-exemption privilege enables 
governments to sell their bonds at lower rates of interest than 
otherwise would be possible. 

An important market effect relates to the private capital 
market. Tax exemption of government securities tends to interrupt 
the flow of capital into private Investment. The wealthy are en¬ 
couraged to Invest their surpluses in such securities in order to 
lessen the burden imposed by heavy surtaxes on high income. More¬ 
over, those who are able to assume the greatest risks in supply¬ 
ing capital to society are persuaded by tax exemption to buy the 
relatively riskless government bonds. Prom the standpoint of this 
analysis, the most Important feature of tax exemption is its ef¬ 
fect upon the distribution of the tax burden. The exemption of 
either public securities or salaries is clearly incompatible with 
the principles of graduation of income taxes and of ablllty-to- 

pay« 


DOUBLE TAXATION 

Another phase of the problem of the tax burden is double tax¬ 
ation, an International as well as a domestic issue. However, it 
is only the latter aspect which will concern us here. Much double 
taxation is unavoidable in this country under existing conditions 
because of the scramble for revenue which arises from the competi¬ 
tion among many taxing jurisdictions and because the ultimate 
sources of revenue are but few in number. All taxes can be traced 
to a few origins such as salaries and wages, rents and royalties, 
profits, dividends, and Interest. At the present time, the sales 
tax has come into vogue. This kind of tax, as is well known, is 
tantamount to a levy on consumers’ real Incomes in goods and serv¬ 
ices without regard to their money Incomes. 

A few examples will Illustrate the operation of how the ends 
of justice can be defeated by double taxation. More than one tax 
can be Imposed on any one of the ultimate sources of revenue. For 
instance, a tax may be levied both upon Income in the form of in¬ 
terest, dividends, or rents and upon the property which produced 
that income. Securities or real estate may be taxed by a state or 
a local jurisdiction under a general property tax law, while the 
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income from this property may be levied against under an income 
tax, A state may even Impose two or more taxes upon the same prop¬ 
erty; that is, there may be one on the total value of a piece of 
land and another on a mortgage secured by the same piece of land; 
or there may be one tax laid upon corporate securities and another 
upon the tangible assets of the corporation, and so on. 

Another kind of double taxation involves levying upon the 
same source of revenue by different jurisdictions. Personal Income 
is taxed by the federal government and also by thirty-two states. 
The federal government and thirty-one states tax corporate Income. 
An estate may be taxed three times - by the state where it is lo¬ 
cated, by the state where the deceased lived, and sometimes by the 
state in which the beneficiary lives - as well as by the federal 
government. State and federal excises often overlap and may fall 
heavily upon the same commodities. A proposal was made in Congress 
a few years ago to balance the federal budget by means of ^ gener¬ 
al manufacturers' sales tax. If such a proposal is realized, heavy 
double taxation will certainly be felt in view of the fact that 
states are extending their revenue-raising operations more and 
more to commodity taxation. The federal levy on gasoline consump¬ 
tion, enacted In June 1932 as an emergency tax to be levied for 
one year, extended for another year by the Act of June 16, 1933, 
and continued by subsequent revenue legislation, adds considerably 
to the burden of double taxation. Because most states rely upon 
gasoline taxes as one of the chief sources of their revenue, they 
resent what they regard as encroachments by the federal government 
on their domain. But the consumer will shoulder the burden of 
both, perhaps not without some effects upon the automobile and pe¬ 
troleum industries. The federal tax on sales of corporate stock 
will mean another form of double taxation with reference to those 
states which have similar laws. 

Double taxatloh is a very important cause of the increasing 
per capita burden of taxation. However \mdeslrable it may be for 
this reason, a more serious consequence is the injustice sometimes 
associated with the distribution of this added burde/i. Some forms 
of Income and property are taxed two or more times, while others 
may be taxed but once or not at all. The principal evil to be pre¬ 
vented is not double taxation per se , since - as has been indi¬ 
cated - much of it is unavoidable under the American form of gov¬ 
ernment, but undue discrimination. An example may make the point 
clearer. If a person lives in a state which has an income tax law, 
he pays Income taxes to both the state and the national govern¬ 
ment. This la double taxation but not discrimination, since the 
federal law applies to all states. But if this state should tax 
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the incomes of all residents and those of non-residents gained 
within the state (as New York State does), while an adjacent state 
(say. New Jersey or Connecticut) taxed the entire incomes of its 
residents, discrimination against those residents of this state 
gaining part of their income in New York would result. Those who 
lived in the adjacent state and worked in New York would have 
their incomes taxed by two states, whereas those who earned their 
incomes in the state in which they lived would be taxed by only 
one state. 

If all taxpayers bore a fair share of this burden - that Is, 
if double taxation were universal - there would be no problem of 
inequity providing it affected each person roughly in proportion 
to his ability to pay. Such an ideal condition is impossible of 
achievement within our present bewildering maze of taxes. However 
some of the grosser forms of discrimination against persons or 
property can be eliminated. Discriminatory double taxation flour¬ 
ishes most in those states which use the general property tax. If 
this kind of levy could be replaced by a classified or modified 
property tax, many evils of double taxation would disappear. It 
is possible, moreover, to coordinate state Income and property 
taxes in such a way as to reduce discrimination. Thus Intangibles 
such as securities, could be exempt from taxation in states which 
have Income tax laws, or else they could be taxed at a lower fig¬ 
ure than prevails under most general-property-tax laws. Inter¬ 
state reciprocity is a convenient method of eliminating much of 
the discrimination against non-residents. Uniform state inheri¬ 
tance, Income, and property tax laws would be another step toward 
the desired goal. These problems cannot be solved by state and lo 
cal governments alone. The federal government must cooperate, and 
can do so best by forsaking sales taxes and special excises and 
by encouraging uniform practices among the states. 

TAXATION FOR NON-FISCAL PURPOSES 

The use of the taxing power for other than revenue purposes 
represents another phase of the problem of distributing the tax 
burden, which at the present time is assuming very great impor¬ 
tance. Whether or not government should use the taxing power for 
non-fiscal purposes - that is, to regulate economic processes - 
has long been a controversial question. American history reveals 
a long record of attempts to apply taxation ostensibly for reve¬ 
nue, but in reality to control various business enterprises and 
even to regulate consumption. Notable examples of taxes that have 
at least a partial non-flscal objective are tariffs on imports, 
the suppression of state bank notes in 1865 by a prohibitive fed- 
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eral tax, taxation of certain consumers' articles, such as liquor, 
oleomargarine, and narcotics, the federal tax of 1921 upon incomes 
derived from the employment of child labor (declared unconstitu¬ 
tional), and several "New-Deal" taxes - taxes on cotton and bi¬ 
tuminous coal surpluses, the NIRA processing taxes - the main pur¬ 
pose of which was to control production. The "New-Deal" statutes 
containing these provisions have also been held unconstitutional - 
as was pointed out in an earlier chapter. The most far-reaching 
purpose of non-fiscal taxation, of course, is the reapportionment 
of wealth and income, an openly avowed objective of the Roosevelt 
administration. 

Concerning the validity of using taxes as instruments of so¬ 
cial control, there are, roughly, two general views. The trend of 
liberal ' opinion is that a need for social and economic readjust¬ 
ment or regulation justifies the use of any reasonable means. 

Among such means are the fiscal instruments of the state. The "con¬ 
servative" position may be summed up briefly in the following 
general arguments: (1) non-fiscal taxation violates the real mean¬ 
ing and function of taxation, which is to raise revenue only; (2) 
all rules of justice In taxation must be suspended where social 
control is the primary motive; (3) the pursuit of this objective 
incorrectly implies that the government knows exactly what is best 
for the people; (4) too little is known about the ultimate social 
effects of taxation; and (5) it might be used as a means to undue 
discrimination. Against the use of taxation for the redistribution 
of wealth, the principle special arguments advanced by the conser¬ 
vative group are that there is danger of undermining the supply of 
capital and the productivity of Industry, and that it is difficult 
to define "redistribution" in terms of general welfare. 

A striking illustration of the use of the taxing power as an 
instrument of discrimination in the United States has arisen re¬ 
cently in the field of merchandising. Late in May 1937, the United 
States Supreme Court upheld a Louisiana anti-'chain-store law which 
imposed a special tax on chain-store companies doing business in 
that state. The amount of tax to be paid by a particular company 
was determined by a sliding-scale plan, the tax depending upon the 
total number of store units in the national chain regardless of 
the number of units operating within the state. Of the twenty 
states which had anti-chain legislation at that time, Louisiana 
had the most sweeping statute. The other nineteen states based 
their tax per store upon the number of units located within their 
borders. It is very likely that the Louisiana principle will be 
adopted elsewhere, now that it has been sustained by the highest 
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court.^ The real purpose of such a tax is less to gain revenue 
than to protect the small-scale local merchant against the compe¬ 
tition of the powerful out-of-state selling organization. The bur¬ 
den of the tax is, at least in part, passed directly to consumers 
by higher prices or Indirectly by enabling the less efficient, 
high-cost independent merchant to remain in business. Thus the 
general cost of living in those states that have such legislation 
is raised to higher levels. It was the growing proportion of gross 
sales made by chain stores that drew the attention of those "re¬ 
formers" who are fighting bigness in American business* 

THE CORPORATE-SURPLUS TAX 

A unique experiment in the application of the taxing power 
to both fiscal and regulatory purposes was the graduated tax on 
corporate surpluses which was allowed to lapse on January 1, 1939. 
One purpose of the tax was to bring the tax system into closer 
conformity with the principle of ability to pay. More specifical¬ 
ly, it was designed to "stop leakages in present surtaxes," as 
its chief sponsor, President Roosevelt, stated. Proponents of the 
law maintained that accumulation of surpluses in business corpo¬ 
rations controlled by wealthy taxpayers was encouraged as long as 
no tax was levied on these surpluses, while only distributed cor¬ 
porate income could be taxed as part of the personal Income of 
stockholders. Stimulation of the flow of money incomes was antici¬ 
pated as an Incidental market effect of this tax. 

The bitter opposition which this measure aroused is traceable 
partly to the tax actually levied on corporate surpluses and part¬ 
ly to the failure of Congress to draft a law suitable for experi¬ 
mental purposes. The law as enacted had the following shortcomings! 
the rates were too high; it worked hardship on the flnanclally- 
weaker concerns; the tax was made too intricate by superimposing 
it upon several old corporation taxes. Many believed that had the 
tax been retained in its original form it would have increased the 
fluctuations in public revenue that accompany the ups and downs of 
business. The life of the tax was too short to permit of any ac¬ 
curate Judgment as to its economic effects. 

INCIDENCE AND EFFECTS OF TAXATION 

No treatment of the social implications of taxation would be 
complete without some reference to the incidence and effects of 
various forms of taxes. Incidence, like ^he other questions which 
have been reviewed, is a part of the problem of distributing the 


1. In 1939, twenty-two states were levying chain-store taxes. 
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tax burden. The Incidence of a tax is the place where the tax 
burden comes to rest. The taxpayer is not always the taxbearer. 
For example, a tax on a manufactured article is paid by the pro¬ 
cessor but tends to be borne by the consumer; a tax on houses 
owned by landlords will tend to be shifted to the tenant. The ef¬ 
fects of this tendency of many taxes to be shifted are quite ir¬ 
regular and often indeterminable. Some taxes fall on the class 
with the greatest capacity, but others are shouldered by those 
least able to bear them. The shiftability of different kinds of 
taxes also is uneven. Some taxes are shifted; a few are not; some 
are partially passed on, while in some situations more than the 
amo\mt of the tax will tend to be passed to someone else. 

The mechanical operation of tax shifting is made possible by 
the system of transactions, in which goods and services are ex¬ 
changed at various prices. In other words, the problem of tax 
shifting, mechanically considered, is simply one involving neces¬ 
sary changes in prices. The underlying economic processes in¬ 
volved in tax shifting are not, however, to be stated so simply. 

A treatment of them would throw this discussion into an analysis 
of the determinants of price under conditions of both competition 
and monopoly, the tendency of market supply and demand to change 
in relation to changing prices and costs, and other related mat¬ 
ters. This cannot be undertaken here, not Is it necessary to do 
30 at this point. The important consideration in this connection 
is that a business man may not always have the power to pass a 
tax to another person. Market demand for or supply of his arti¬ 
cle may be such as to compel him to absorb part or all of the tax 
himself. Fiscal experts distinguish between three kinds of shift¬ 
ing: (1) forward shifting - when a seller (a retailer, for ex¬ 
ample) is able to pass a tax he has paid on to the buyer by charg¬ 
ing a higher price; (2) backward shifting - when he (the same re¬ 
tailer) can force his wholesaler to sell at a sufficiently lower 
price to cover the amount of the tax he will have to pay; and (3) 
diffused shifting - when the burden of his tax may be diffused 
among his customers, the concems from which he buys, and his em¬ 
ployees in the form of lower wages. 

Some light may be thrown on these matters by considering the 
broader outlines of the questions of incidence and effects of tax¬ 
ation as they are posed by recent federal and state legislation. 
Under the several revenue acts passed since 1932, the federal gov¬ 
ernment has resorted to the following expedients: increased rates 
on incomes and Inheritances, special manufacturers’ sales taxes, 
special excise taxes, and liquor taxes. Prom 1936 to 1939 there 
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was a graduated tax on undistributed corporate surpluses. The So¬ 
cial Security taxes were upheld by the Supreme Court in 1937. 

By whom will these Increased exactions be paid? What will 
their social repercussions be? The Incidence of the increase of 
taxes on Incomes and inheritances is not difficult to determine. 
The burden will tend to remain where the tax is levied. Some pos¬ 
sible exceptions to this general tendency, however, should be 
noted. That part of the personal Income tax which is levied on 
labor Income may be shifted if, by means of sweeping reductions 
in exemptions, it is pushed down to reach wages near the subsist¬ 
ence level. Some individuals might effect a shifting of the in¬ 
come tax by securing salary advances, but - since most persons 
probably are getting as high salaries as they can, regardless of 
how much tax they must pay - this can never be a general method. 
The tax on that part of Income which is derived from property is 
even leas likely to be shifted. Of course, one effect of a high 
levy on property Income may be to drive Investments of capital out 
of ordinary business uses and into tax-exempt securities. This 
would, in time, lead to a decrease in the production of goods and 
also to restricted sources of tax revenue to governmental bodies. 
This is an evil to be ascribed, not to the wise and just policy of 
relatively heavy taxes on property incomes, but to the admittedly 
bad practice of issuing such securities. In all cases relating to 
another kind of "surplus" income - inheritance - the taxpayer (the 
heir) must be the taxbearer. Prom what has been said, it appears 
that inheritance and income taxes possess three special fiscal 
virtues: they are very productive of revenue, they fall on indi¬ 
viduals who are most able to bear taxes, and, if wisely and stra¬ 
tegically administered, they cannot be shifted. 

So much for taxes on individuals receiving "surplus" incomes. 
In the American fiscal system, business corporations, as legal 
personalities, must also pay taxes on net incomes. Can such taxes 
be shifted? In general, the answer is negative since corporate 
income, like personal Income in excess of a necessary level, is a 
"surplus" and taxes on "surpluses" are difficult to shift. At the 
same time, a corporation must pass its net Income tax to its 
stockholders, and may even pass a part of it to its wage earners. 
But it cannot pass the tax to the consumers of its products if 
effective competition exists. Even in the event of monopoly con¬ 
trol over prices, an attempt to add the amount of a tax to the 
prices charged probably would res\at in a curtailment of sales. If 
the tax were assessed against each unit of product sold by the 
monopoly, the price would tend to rise; if it were a tax on the 
Income of the monopoly, the price probably would not be affected. 
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INCIDENCE AND EFFECTS OF SALES TAXES 

I>uring the past fifteen years the general sales tax, or cer¬ 
tain modifications of It in the form of classified and retail 
sales taxes, has come to occupy a prominent position in the fis¬ 
cal systems of many nations. The force underlying this important 
trend is the desperate need of governmental bodies to secure ad¬ 
ditional revenue. Many countries, burdened with heavy debts and 
rising expenditures, have been compelled to seize upon any rev¬ 
enue-raising expedient within reach. The sales tax in Europe and 
America has appeared in various forms. 

The general sales tax is of three main types; (1) a tax upon 
all sales at retail, either with or without the provision for ex¬ 
emptions of certain essentials of life; (2) a general manufactur¬ 
er’s sales tax paid only by manufacturers at the time of the turn¬ 
over of goods to wholesalers and retailers; and (3) a tax upon all 
sales, that Is, a turnover tax levied on the gross revenue of all 
business enterprise. Under the third type, the tax paid by the ul¬ 
timate consumer tends to be pyramided; that Is, it is determined 
by the number of times a good is exchanged during the process of 
its production and distribution. Taxes of the first two types are 
not pyramided since they fall upon only one kind of transaction. 
The sales taxes in Europe and America in recent years have fol¬ 
lowed one of these main types or some modified form of them. Fol¬ 
lowing the failure of the federal government to adopt it shortly 
after the World War, the sales tax did not become a vital issue 
in this country until the depression years of 1931 and 1932. The 
rapid spread of sales taxes among the states since that time was 
mentioned in the preceding chapter. The typical form used by these 
Jurisdictions is the first - a retail sales tax. 

From the viewpoint of purely fiscal considerations, the sales 
tax is an admirable one. Because of its comparatively low coat of 
administration and its rich and immediate yield of revenue, the 
lure of the sales tax is difficult for legislators to resist. Ex¬ 
penses of administering this tax are estimated to vary between the 
relatively small amounts of two and four per cent of total re¬ 
ceipts. In spite of these low costs, however, the tax is not a 
simple one to administer - as is proven by the great number of 
special technical rulings which the administration of the tax has 
called forth. 

In terms of another Important standard of Judgment - equity 
in the distribution of the tax burden - the sales tax falls down 
badly. In any of the forms described above, it is a regressive 
tax, or, as one recent commentator has said, it is a tax which 
"soaks the poorl" In other words, the burden of the tax is Imposed 
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upon individuals in inverse proportion to their ability to pay. 
The smaller the income the greater in general, is the proportion 
of it spent for consumption needs and, hence, subject to the 
sales tax. If, for example, the tax rate were two per cent, the 
ratio of the tax burden to an income of $1,000 per annum would be 
considerably greater than it would be if the income were $10,000 
or $100,000. The "real’' burden of the tax, then, tends to fall on 
those least able to bear it. 

The truth of the foregoing observations rests upon the as¬ 
sumption that, for the most part, the tax is passed forward to 
the consumer by the retailer, a result which is definitely in¬ 
tended by sales-tax legislation in any form. In the absence of 
conclusive evidence in every case, it is reasonable to assume 
that, in the main, the tax is shifted to the consumer. Occasion¬ 
ally, a part or all of the tax may be borne by the seller because 
of his inability to shift it forward to the consvuner or backward 
to some preceding step in the process of production or exchange. 
In these instances the burden falls on the concern which "col¬ 
lects'* the tax from the consumer. Even a temporary burden of this 
kind may be unfair to a merchant whose profit margins on sales 
happen to be very small. In any event, the sales tax tends to vi¬ 
olate a fundamental canon of justice in taxation. For this reason, 
most students of the tax problem believe that the general retail 
sales tax should never be adopted in this country. A more conser¬ 
vative point of view suggests that a fiscal system in which the 
ablllty-to-pay principle cannot be applied with equal effective¬ 
ness to all forms of taxation, and in which it seems desirable to 
spread the tax-paying obligation as widely as possible, should 
admit of some regressive taxation. 

A conspicuous feature of recent sales-tax legislation in the 
United States is the device known as separate charging. Under 
this plan, the law compels- the seller to add the tax as a separate 
item on each sale. Separate charging alms to achieve two purposes: 
first, to insure and to facilitate the process of shifting; and, 
second, to develop a sense of tax-consciousness in the individual 
taxpayer. With respect to the first point it is evident that sep¬ 
arate charging will not guarantee shifting of the tax at all. 
order to maintain his volume of sales the merchant may have to 
lower his price; at the same time he will state the tax as a sep¬ 
arate item. As regards the second aim, there is no doubt that a 
"hidden" tax is a bad tax. The taxpayer should know precis 
what time and in what amounts he is paying his tax. Tax conscious¬ 
ness, it is presumed, will help to develop in the taxpayer an in¬ 
telligent interest in public affairs which, in turn, will l«ad W 
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better government. The question limnediately arises; does the sales 
tax (with the separate charging device) provide the best method 
of promoting these desired results? Certainly the consumer making 
a purchase under these conditions knows he is paying a tax. But 
the result is more likely to be a feeling of annoyance than an in¬ 
telligent tax consciousness. Moreover, the sales tax is deceptive 
regarding the total annual burden borne by a particular consumer. 
Unlike the Income tax, the sales tax is paid in small amounts day 
by day. It is doubtful whether many individuals are able to com¬ 
pute with precision their total annual payments made under this 
tax. The sales tax is distinctly inferior to other forms of tax, 
such as the income tax, for promoting justice in taxation plus an 
intelligent tax consciousness. 

Many other aspects of the sales tax problem cannot, for lack 
of space, be fully discussed here. The effect of the sales tax 
upon business enterprise and initiative; its effects upon the vol¬ 
ume of consumption and upon standards of living at a time when 
"under consumption" Is so general a phenomenon; the operation of 
the general sales tax as an encouragement to business integration 
for the purpose of avoiding the tax; its effects upon government 
relief costs by raising prices - these issues and others merit 
considerable study by tax experts and legislators. 

Although the sales tax originated as an emergency form of 
revenue, it probably will remain in certain state and local tax 
systems for some time. It is even possible that. In the near fu¬ 
ture, the federal government will again consider its adoption. 
Whether or not the sales tax is to become a permanent fixture in 
our revenue system depends presumably upon such factors as busi¬ 
ness recovery, the extent of government's obligations for reliev¬ 
ing distress, the yield of other taxes, and the opinions enter¬ 
tained by our statesmen concerning the fundamental question of the 
manner in which the tax burden ought to be distributed. 
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Preceding chapters have been concerned with two aspects of 
the financial activities of government, i.e., its operations both 
as a spending agency and as a collector of revenues. The present 
chapter deals with a third phase of this same subject, namely, 
the state as borrower. First is presented a more or less general 
treatment of the nature, functions, and effects of public borrow¬ 
ing. This is followed by an analysis of public credit, consisting 
largely of a survey of current trends in federal finances, with 
special emphasis upon the unbalanced budgets of recent years and 
the mounting public debt. 

THE NATURE OF PUBLIC CREDIT 

Many individuals tend to regard government credit as possess¬ 
ing certain unique characteristics which set it apart from all 
other types of credit. There are substantial grounds for this 
opinion so far as it applies to the uses to which the two kinds 
of credit are put, but they are not so substantial with regard to 
the bases of the two kihds of credit. Although several differ¬ 
ences between public and private credit do appear in this regard, 
they are, in many other respects, essentially alike. The "genus" 
credit consists of many "species" of which public credit is but 
one. The extension of credit, whether private or public, rests on 
the confidence that the lender has both in the borrower's promises 
to repay and in his capacity to do so. The power of any particular 
government to borrow can be measured roughly by the extent to 
which the public has confidence in its stability and integrity. 
This fact explains why a financially weak or politically unstable 
government is compelled to sell its bonds well below par or to of¬ 
fer comparatively high Interest rates in order to attract invest¬ 
ors. More specifically, public credit is based on the ability of 
the government to secure an income sufficient to meet the cornnit- 
raents made to Investors when its obligations fall due, an ability 
resting principally on its taxing power. 

The possession of this power by a government apparently gives 
rise to an important difference between the bases of public and 
private credit. Inasmuch as the income of a private borrower, for 
example, that of a business corporation, depends largely upon the 
uncertain behavior of a "free market." But the income of the state 
is no less dependent upon general economic conditions. As pros¬ 
perity wanes and national Income falls, government tax revenues 
also tend to decline. Even the "sovereign" power cannot continue 
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to draw a large volume of revenue from a stream of income that is 
rapidly drying up. 

A second alleged difference between the bases of public cred¬ 
it and that of private credit has sometimes been cited. Govern¬ 
ment bonds (it is said), unlike the mortgage bonds of private cor¬ 
porations, are unsecured in the sense that no specific items of 
property have been pledged to cover the amounts borrowed. This 
distinction, like the preceding one, is more apparent than real. 
The market value of specific business properties is closely re¬ 
lated to the ability of the enterprise to earn net income. Ulti¬ 
mately, therefore, all private credit as well as public rests up¬ 
on the earning (that is, the income-getting) capacity of the bor¬ 
rower, 

A third difference, more important than those previously sug¬ 
gested, springs from the attribute of sovereignty possessed by the 
state. If a government defaults with respect to its obligation as 
a debtor, no suit for recovery against it can be undertaken with¬ 
out its consent; this power completely to repudiate public debts 
is theoretically absolute. A defaulting private corporation, on 
the other hand, can be subjected to foreclosure proceedings and 
reorganized in the interests of its bondholders, thus often per¬ 
mitting recovery of at least some part of the original invest¬ 
ment. 


FUNCTIONS OI- PUBLIC CRFDIT 

The essential function of public credit is to serve as a 
ready and elastic supplement to other revenue sources of the gov¬ 
ernment. It will be recalled that government borrowings were in¬ 
cluded as part of the American revenue system, but only in a spe¬ 
cial sense. Inasmuch as any increase in governmental assets from 
such sources is accompanied by a corresponding increase in its li¬ 
abilities . 

A complete list of the particular objectives for the attain¬ 
ment of which governments borrow and spend money would be both 
lengthy and unnecessary. For purposes of general analysis it is 
sufficient to distinguish throe classes of contingencies which 
seem to justify a resort to public borrowing. One class covers 
those Instances of short-term borrowing undertaken either in an¬ 
ticipation of revenues to be collected in the near future or be¬ 
cause of a temporary budgetary deficit caused by an unexpected 
contraction of revenues. The second consists of borrowing for non- 
emergency, self-liquidating public works. The third and most im¬ 
portant class Includes all borrowings for serious emergencies, 
usually taking the form of long-term obligations. Whenever other 
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sources of funds are inadequate or too Inelastic to meet such 
emergencies as wars and depressions, governments are compelled to 
borrow. In addition to furnishing the government with immediate 
purchasing power, long-range borrowing has the further advantage 
of distributing over a period of many years the financial burdens 
imposed by these emergency situations. 

The question of whether costs should or can be distributed 
over long periods of time has evoked considerable discussion and 
some difference of opinion. Whether or not the costs of wars and 
depressions can be shared by future generations depends upon what 
is meant by "costs.*’ The present generation, it is true, may es¬ 
cape some part of the tax burden by adopting a policy of long¬ 
term public borrowing. At the same time the real or physical, and 
certainly the psychic, burden of sacrifice tends to fall princi¬ 
pally upon that generation which faces the emergency. For example, 
a large part of those resources which must be diverted to the pro¬ 
duction of instruments needed for war might otherwise have been 
used to increase the output of consumers goods. The generation 
that experiences the war is obliged, therefore, to forego some 
part of its current consumption; it also loses whatever productive 
equipment it might have created if there had not been a war. The 
deferred-payment plan of financing emergencies, on the other hand, 
does not necessarily mean that the financial burden passed to fu¬ 
ture generations involves a net loss in their welfare when the 
debts mature. Although these generations may be taxed in order to 
meet principal and interest payments on the debt, the same genera¬ 
tions in turn receive these payments from the government (if the 
borrowing has been carried on within the country) so that no seri¬ 
ous curtailment of aggregate purchasing power is involved. This 
argument, of course, is valid only on the assiunptlon that the fi¬ 
nancial policy of the borrowing government is based on the princi¬ 
ple of debt-retirement rather than upon that of carrying a perma¬ 
nent debt. 

There are two necessary modifications to be made to the state¬ 
ment above. In the first place, the taxes paid in order to meet 
debt charges are not offset in the case of each taxpayer by re¬ 
ceipts from interest on, and redemption of, government bonds. In 
the second place, the entire community will have less wealth than 
it would have had if the resources used up in war had been util¬ 
ized instead to create more or less permanent means of production* 

CLASSIFICATION OF PUBLIC OBLIGATIONS 

Public obligations are of various kinds. First, they may be 
classified according to the borrowing authority; that is, whether 
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the borrower is the federal government, a state, or some local 
•unit of government. Second, various public obligations bear inter¬ 
est while others do not. In the United States almost all govern¬ 
ment promises-to-pay are of the former type, though inconverti¬ 
ble obligations in the form of legal-tender notes have been used 
on some occasions. The greenbacks Issued during the Civil War are 
the best-known example of this type of financing. Issuing incon¬ 
vertible legal-tender money has the same effect as forcing the 
public to make non-interest-bearing loans to the government, and 
may be properly classified as a form of Involxmtary loan. 

The distinction between term and serial bonds provides a 
third basis for the classification of public debts. Term bonds 
are bonds of an issue, all of which are callable or mature on the 
same date, while the maturities of an issue of serial bonds are so 
distributed that only a portion of them becoirie redeemable each 
year. The duration of a debt - that is, the time interval between 
the issuance and maturity of an obligation - suggests a fourth 
method of grouping. Some government obligations mature in a few 
weeks or months, some mature after the lapse of many years, while 
others fall between these two extremes; that is, government debts 
may be classified as short-term, long-term, and intermediate. 

Short-term evidences of public debt, called treasury certifi¬ 
cates or bills, are used principally for the purpose of borrowing 
in anticipation of tax revenues. Long-term loans usually are con¬ 
tracted by issuing bonds. Federal long-term issues may take the 
form of either treasury bonds maturing at some distant future date 
or savings bonds, such as the so-called "baby bonds," maturing in 
ten years. At present, about ninety-five per cent of the federal 
bonds outstanding are treasury bonds. Intermediate-period loans, 
rxinnlng from one to five years, are financed by issuing treasury 
notes. This kind of loan, bearing a relatively low rate of inter¬ 
est, may be used to refund part of a maturing long-term debt. On 
the other hand, Intermediate loans frequently are converted into 
long-term obligations. This occurs at times when Interest rates 
on long-term loans are relatively high, and when it is anticipated 
that the rate on such loans will become lower at some future time. 

EXPANSION OF PUBLIC DEBTS 

Public debts in the United States - local and state as well 
as national - have expanded considerably along with the growth of 
public expenditures and revenues, the most rapid rate of Increase 
taking place within the past twenty-five years. The history of our 
federal debt policy since 1789 reveals two distinctive features: 
first, a readiness to resort to, heavy borrowing to finance such 
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national emergencies as wars, depressions and, In 1941, national 
defense; and second, strong opposition to the principle of the 
permanent debt, {which means simply a debt without maturity dates). 
This type of debt has never found favor in the United States, and 
rapid retirement of outstanding public obligations has always 
been the goal of American financial policy, at least as far as the 
federal government is concerned.^ The debts Incurred during the 
Revolutionary War and the War of 1812 were retired by 1835. Re¬ 
tirement of the Civil War debt began as soon as the conflict was 
over, although it proceeded very slowly. The Spanish-Araerican War 
and the construction of the Panama Canal added in some measure to 
the national debt. It was, however, still comparatively small 
(about $1 billion) at the outbreak of the World War in 1914. Re¬ 
tirement of the huge World War debt of $26 billion was interrupt¬ 
ed by the economic crisis of 1929. Developments of the public debt 
since 1920 will be considered in greater detail below. 

The expansion of public credit implies the existence of cer¬ 
tain underlying social and political conditions. One of these con¬ 
ditions - the faith of the general public in the credit of the 
government - has already been mentioned. Another essential condi¬ 
tion is a plentiful supply of loanable funds. The amounts avail¬ 
able for public loans depend upon the size and distribution of 
national wealth and income, the nature of the banking system, the 
elasticity of credit, and the concurrent demand for credit by 
private enterprises. The chief sources of loanable funds in the 
United States are the credits extended by commercial banks, the 
surpluses of large corporations such as insurance companies, and 
the savings of wealthy families. Substantial Increases In national 
wealth during recent decades established the foundation for the 
expansion of public credit in the United States which occurred 
during the World War period and the years which followed the cri¬ 
sis of 1929. This tremendous expansion of the public debt has re¬ 
sulted, in part, from the failure of other revenues to keep pace 
with the greater costs of government as its f\mctlons and responsi¬ 
bilities increased. 

Foremost among the many specific causes of the growth of the 
national debt in the United States is war. Next in importance are 
borrowings to finance public works and relief projects. The costs 
of peace-time public-works projects largely account for the doub¬ 
ling of the national debt between 1930 and 1940. The middle of the 

1. The rapid increase in the national debt since 1930, as a result 
of heavy emergency borrowings, may compel a reconsideration of oiir 
traditional debt policy. 
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year 1940, however, marked a return to heavy expenditures for mili¬ 
tary and naval purposes. 


USIIS OF PUBLIC CRIZDIT 

Borrowing for emersencies . Although public credit must be 
resorted to whenever the necessity arises, it is obvious that 
there must be some limit to its expansion, even in emergencies. 
The credit of the strongest government will be endangered if 
pushed too far. What, then, are these limits and what determines 
them? How far can the public debt safely and "legitimately" be 
expanded to meet the costs of depression and war? These important 
questions readily suggest others. Should taxation be a part of 
any emergency-financing program? If so, what relative weights 
ought to be given to borrowing and taxation? 

With reference to the limits of public credit, there is con¬ 
siderable difference of opinion. It is impossible at the present 
time precisely to ascertain the point at which the credit of the 
United States government would collapse. Estimates as to where 
this point may be vary considerably. So close are the inter-rela¬ 
tionships between public and private finance that the breaking 
point is likely to be determined by the extent to which the mar¬ 
ket feels the effects of large-scale emergency borrowing. More 
will be said below and in the next chapter with regard to these 
effects. 

Emergency borrowing versus "pay-as-you-go ." The advantages 
of borrowing over taxation as a method of financing public needs 
when the nation is confronted by an emergency are fairly obvious. 
Whether the sums needed are small or large, they can be had im¬ 
mediately if the credit of the government is good. On the other 
hand, considerable time may elapse before new taxes adopted to 
help meet the emergency begin to yield adequate revenues. The 
very act of levying new taxes in a democratic legislative body 
consumes much time. Moreover, borrowing, if not pushed to excess, 
usually exercises a less disturbing immediate effect upon the 
delicate balance of market forces than does heavy taxation. Com¬ 
modity taxes, In particular, tend to raise the prices of goods 
used by both consumers and producers. Because some prices will 
rise higher proportionately than others, price relationships will 
be disturbed and new market adjustments will occur. The increased 
costs of production resulting from additional taxation may em¬ 
barrass many producers . Heavier taxation also tends to evoke com¬ 
plaints from the tax-payers at large; borrowing is a less painful 
method of raising funds quickly. 

Some students of these matters, gravely concerned about the 
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possible adverse market effects of an all-borrowing policy, have 
swung to the other extreme, proposing that national emergencies 
(especially wars) be financed exclusively by taxation. Their po¬ 
sition rests upon the following arguments: the pay-as-you-go plan 
is conducive to the most prudent and efficient management of the 
public finances; its use would tend to prevent the ultimate in¬ 
flationary effects which may follow large increases of the public 
debt; heavy taxation is equivalent to the conscription of capital 
and Income; wasteful consumption is penalized; and, finally, a war 
or a depression ought to be based on the "pay-as-you-go" plan to 
eliminate the heavy post-emergency taxation required to pay annual 
interest charges and to avoid passing to future taxpayers the bur¬ 
den of repaying the principal. Although some of these arguments 
are impressive, it seems obvious that tax revenues alone are far 
from adequate to meet the high costs of modern wars and depres¬ 
sions. It seems inescapable that even the highest possible level 
of tax revenues would have to be accompanied by some borrowing. 

With regard to the relative weights to be given to taxation 
and to borrowing as methods of financing emergencies no general 
formula applicable to all contingencies exists. The particular 
conditions of each emergency situation must determine the fiscal 
policy to be adopted. For example, because of the different condi¬ 
tions and the different objectives, greater reliance is likely to 
be placed upon borrowing in time of depression than in time of 
war. Moreover, it is imperative that taxation policy be worked out 
with particular care during business depressions when values, in¬ 
comes, and employment are declining. Excessive or badly-planned 
taxation might aggravate the problem which the government is at¬ 
tempting to solve. During wartime the planning of the tax system 
may well be aimed at averting inflationary tendencies rather than 
at securing more nearly full employment of productive resources. 

Borrowing for capital outlays . The application of public 
credit to the financing of various kinds of public works is not 
necessarily dictated by emergency conditions. Many government out¬ 
lays of capital are the result of "normal" planning for the gen¬ 
eral welfare. Highways, bridges, schools, libraries, parks, and 
many self-liquidating public works fall into this class. From a 
purely fiscal point of view, peace-time investment of the proceeds 
of public borrowing exclusively in self-liquidating public works 
would be an ideal arrangement- Public debts could then be amortized 
without imposing burdens on the taxpayers. For two reasons such 
an arrangement is impossible in our economic system. In the first 
place, government is compelled during depressions to make heavy 
outlays of capital for work-relief regardless of whether such in- 
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vestments are self-liquidating or not. In the second place, gov¬ 
ernment is the only agency that is capable of supplying the com¬ 
munity with such essential non-self-1Iquidating Investments as 
schools, highways, and parks. 

As has been stated, the use of public credit in emergencies 
is generally acknowledged to be sound financial procedure. With 
regard to its use as a method of financing essential non-emergency 
public works, however, there is far from unanimous agreement. The 
regularity of the need has been suggested as a criterion for de¬ 
ciding whether a particular public project should be financed by 
taxation or borrowing. If a community is sufficiently large and 
prosperous, for example, to require new schools each year (that 
is, if the expenditure tends to be more of a "recurrent" than an 
"occasional" outlay) a resort to borrowing is held to be unwise. 
That taxation should supply the great bulk of revenues necessary 
to meet the coats of regularly recurring expenditures is a well- 
established principle of sound finance. If all current outlays 
were financed by borrowing, a serious encroachment upon the cred¬ 
it reserve available for emergencies might result. Partly for 
these reasons, local governments have been restricted in their 
borrowing activities by debt limitations Imposed upon them by the 
states. The state and federal governments, as well, are compelled 
to recognize the fact that their borrowing capacity is not un¬ 
limited, and that a substantial margin must be reserved for un¬ 
foreseen contingencies. 

PUBLIC BORROWING AND I HI; CAPITAL MARKliT 

Government borrowing, like other fiscal activities of the 
state, exercises far-reaching influences upon the economic sys¬ 
tem. As one of the more incidental effects, government bonds - 
especially those of the federal government - offer the public 
a form of investment that is both liquid and safe, so far as the 
certainty of interest and principal payments are concerned. Many 
investors, particularly those who desire safety in their own in¬ 
vestments or who are seeking Investment for trust funds, prefer 
this type of Investment with Its low rate of return to a more 
risky one with prospects of larger gains. Insurance companies have 
Invested heavily in government bonds, while their liquidity makes 
them an attractive form of investment to commercial banks at 
times when private—business demands for credit fall off. As an¬ 
other aspect of the same problem, federal bonds act as a second¬ 
ary reserve or security for Federal Reserve notes. Some of the ef¬ 
fects of the exemption of government bonds from taxation were de¬ 
scribed in the preceding chapter. 
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More important than the incidental efrects are those con¬ 
cerned with conditions in the market for capital. If the supply 
of loanable funds at any one time happens to be limited, a sharp 
increase in the government’s demand for funds is almost certain 
to raise interest rates and thus increase the costs of private 
b\:sines3 enterprise. Under these circumstances those business bor¬ 
rowers who are in a weak economic position may not be able to get 
credi t. 

Diversion into public uses of funds needed for capital re¬ 
placement by private business is another possible consequence of 
heavy gbvernmental borrowing. This situation would have no seri¬ 
ous repercussions as long as the loans floated were relatively 
small and infrequent. Only a few - if any - business enterprises 
would then be affected by a shortage of capital. The curtailment 
of private demand for labor and goods would be offset by an in¬ 
creased governmental demand; employment and prices should undergo 
no general recession. However, if huge quantities of capital were 
continuously and progressively diverted from private channels, 
the entire industrial community might lack adequate capital for 
replacement and expansion. A general deterioration in the quality 
and efficiency of the community's existing stock of productive 
equipment, accompanied by a loss of future as well as present 
sources of private and public income, would result. The labor and 
commodity markets might, for a time, become disorganized because 
of abnormally large purchases by the government. This argument 
presents an extreme case, inasmuch as the spending of the borrowed 
funds by the government ordinarily would serve to increase the in¬ 
comes and the profits of private business; business profits are 
themselves sources of investable funds. The tendencies described 
would be strongest if the heavy borrowing by the government were 
accompanied by increased taxation - especially of business. 

The observations presented above rest upon two assumptions: 
first, that a relatively limited supply of loanable funds exists 
at any one time; and, second, that public borrowing always en¬ 
croaches upon savings. These assumptions, fundamentally two as¬ 
pects of the same condition, are not always true. During the World 
War period and in the depression years of the 1930's, a substan¬ 
tial part of the funds borrowed by the national government came 
from credit created by commercial banks rather than from personal 
and business savings. A large surplus of capital accumulated 
through savings or made available by a sufficiently elastic bank¬ 
ing system should be able to provide enough capital for both pub¬ 
lic and private borrowers at most times. These conditions would 
make unnecessary any competitive bidding for capital funds between 
private enterprise and government. 
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The question here Is basically one of the sufficiency of re¬ 
sources for producing capital goods, rather than one of the abun¬ 
dance of loanable funds. If these resources are sufficient to 
provide the capital goods required by both government and private 
Industry, there is no serious conflict of Interest between the 
two • 

To conclude this brief sketch of effects of public borrowing 
on the capital market, one general comment may be added. Expendi¬ 
tures of borrowed funds do not necessarily involve the creation 
of new wealth or welfare. Whether their effects upon the produc¬ 
tion and distribution of wealth involve a net gain or loss to the 
community depends upon what the government does with the money as 
compared with the disposition private enterprise would have made 
of the same funds. A more complete discussion of this point is 
presented in the next chapter. 

THE CURRENT TREND OF THE NATIONAL DEBT 

The year 1940 brought two sensational developments in the 
debt position of the federal government. First, the national debt 
reached the unprecedented figure of $45 billion, following an in¬ 
crease of about $30 billion in the relatively short period from 
1930 to 1940. Second, the legal limit of $45 billion was increased 
by Congress to enable the government to continue borrowing for 
work-relief purposes and for national defense. Early in 1941, Con¬ 
gress set the new limit of the national debt at $65 billion. A 
better tanderstending of these developments may be gained from a 
brief survey of the history of federal debt policy in recent years. 
The national debt, as indicated above, amounted to approximately 
$1 billion at the outbreak of the World War in 1914. Prom this 
modest figure it rose very sharply from 1917 to 1919, at which 
time the debt stood at the record figure of about $26 billion. 
Following the conclusion of hostilities, the government directed 
its fiscal efforts toward rapid debt retirement. 

Period of surplus financing . The decade 1920-1930 may be re¬ 
garded as an era of surplus financing in contrast to the period 
of deficit financing which began in 1931. The wave of general pros¬ 
perity In the twenties resulted in a rapid growth of wealth and 
income. The national Income grew from approximately $52 billion 
in 1921 to $82 billion in 1929. This meant, of course, that the 
income-tax base steadily expanded. From 1913 to 1929, corporate 
net Incomes subject to tax Increased about 150 per cent, while in¬ 
dividual net Incomes over $5,000 increased approximately 170 per 
cent from 1921 to 1928. The heavy taxation of large corporate and 
personal incomes instituted during the World War was not diminished 
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appreciably until the Revenue Act of 1926. The result was an un¬ 
broken series of large annual treasury surpluses, ranging from 
approximately $200 million to $700 million. It is a striking fact 
that one of the largest surpluses In this ten-year period, $693 
million in 1921, should accrue to the Treasury in a year of deep 
depression. These huge surpluses, for the most part, were directed 
toward the reduction of the public debt, which, as we have pointed 
out, had reached the unprecedented figure of $26 billion in 1919. 
By 1926 the national debt had been cut to $19 billion and in 1930 
it stood at $15 billion. Had it not been for an abrupt change in 
fiscal policy in 1926, this figure could have been made substan¬ 
tially lower. 

Secretary of the Treasury Andrew W. Mellon wrote in 1924: 
"Since the war, two guiding principles have dominated the finan¬ 
cial policy of the government. One is the balancing of the bud¬ 
get, and the other is the payment of the debt." A third might have 
been added, that of removing the heavy burden of taxation from the 
shoulders of the wealthy, an objective attained by the Revenue Act 
of 1926 with which the Secretary was in complete sympathy. The 
revenue laws prior to 1926 had made moderate cuts in surtaxes and 
had slashed normal rates by one-half. But the Act of 1926 provided 
for drastic reductions in surtaxes on large Incomes, and the gift 
tax was repealed. In 1928 corporation net incomes also were grant¬ 
ed substantial tax reductions. Moreover, the administration con¬ 
sistently defended the principle of tax-exempt government bonds, 
thus providing another refuge for persons with large Incomes. The 
fiscal policies of this period were attacked at the time by many 
students of the situation. They feel now that events since 1929 
have confirmed their opinions. Retrospectively, they pose such 
questions as these: Should not high surtaxes have been continued, 
in order to make possible a further retirement of the debt and 
thus a reduction in the overhead costs of government? If a gradu¬ 
ated tax on corporate surpluses had been levied, might it not have 
been possible to avoid some of the evils of the so-called "invisi¬ 
ble banking"^ of the late twenties, and also some of those of the 
crisis and the ensuing depression? 

Period of deficit financing . The last of the series of sur¬ 
pluses, $184 million in amoxmt, came in the fiscal year 1930. In 
the next fiscal year, beginning July 1, 1930, and ending Jime 30, 

1. This was the name given to the process by which business enter¬ 
prises, during this period, used their large surpluses and re¬ 
serves to make loans and investments. To the extent that they did 
this, the Federal Reserve System had lost control over the supply 
of credit. 



GOVERNMENT BORROWING 


281 


1931, the depression began to impose a heavy strain upon the gov¬ 
ernment's finances. Corporation and Individual income taxes, the 
main sources of revenue of the federal government, began to 
shrink rapidly along with other yields. The fiscal year 1931 end¬ 
ed with a deficit of $900 million. In the fiscal year 1932, the 
yield from direct taxes fell to one-half of their amount in 1930. 
The corporation income-tax yield dropped from $1.2 billion in 1929 
to $286 million in 1932. During the fiscal year which ended June 
30, 1932, the deficit reached $2 billion. Meanwhile, the sources 
of local and state government revenues were also diminishing. 
Property values - the mainstay of local-government finances - were 
falling rapidly. Local, and even state, units of government were 
forced to turn to the national administration for assistance, a 
fact which added further to the complications of federal finances. 
As the depression became more Intense, all units of government 
were forced to tap other sources of revenue. As was pointed out 
in a preceding chapter, this resulted in a partial reversion to 
the type which predominated before 1913 - the Indirect tax. 

Government during a depression is confronted by a serious 
fiscal dilemma. While the bases of revenue are constantly shrink¬ 
ing, expenditures must be sharply increased. Because of the in¬ 
flexible nature of many government costs, any general pruning of 
expenses is difficult, if not impossible. For Instance, Interest 
on the public debt, the largest single item in the list of "ordi¬ 
nary expenditures," la as high during a depression as at any other 
tlme.^ To its "normal" expenses of operation, the government must 
add substantial outlays - commonly called "emergency expenditures" 
- in order to meet various depression needs. Such needs give rise 
to heavy costs for the relief of distress, maintenance of the gen¬ 
eral credit structure, the subsidizing of public and private en¬ 
terprises in one form or another, public works, and other pur¬ 
poses . 

How is this money to be raised? Some Increases in tax rates 
are made. But to elevate tax rates in proportion to the contrac¬ 
tion in yields, while at the same time covering by taxation the 
"extraordinary expenditures" mentioned above, would prove to be 
either lmpractlcabl*e or undesirable. There is then only one re¬ 
course - public borrowing. Thus, President Hoover was compelled 
to resort to the unprecedented policy of heavy government borrow¬ 
ing to combat an economic depression. A program of "pump-priming," 

1. During the course of a depression it may be possible to reduce 
this budgetary Item somewhat by refunding the existing public debt 
at lower rates of interest. This was dene on a large scale during 
the decade of the thirties. 
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the principal cause of a rather substantial increase in the na¬ 
tional debt during the latter part of the Hoover administration, 
was thus formally entered upon in 1932, When President Roosevelt 
assumed office in 1935, the national debt totaled approximately 
$20 billion. At the end of the last fiscal year of President 
Hoover's administration, the federal budget was out of balance by 
$3 billion. 

During the first two administrations of President Roosevelt 
the public debt more than doubled. From 1933 to 1936 it increased 
to approximately $34 billion; by 1938 it had risen to $39 billion. 
A comparatively slight addition pushed the debt upward to about 
$40 billion in 1939 and, as has been pointed out, it stood at 
slightly more than $45 billion in 1940. At the present time it is 
estimated that the national debt will exceed $58 billion by 1942,^ 


TH£ NATIOMAL DEBT 



The explanation of this amazing increase is found in the accumu¬ 
lation of the huge annual budgetary deficits which were essential, 
in the opinion of New Dealers, to meet the economic and social 
emergency and, more recently, to finance the program of extensive 
rearmament. 


PROBLEMS INVOLVED IN DEFICIT FINANCING 

In general there are two schools of thought concerning the 
desirability of employing deficit financing with its corollary 
of large-scale borrowing as a means of furthering government ac- 

1. The accompanying chart exhibiting this trend Is reproduced, 
through the courtesy of the New York Times from its issue of Jan¬ 
uary 12, 1941. 
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tivlty. One entertains the opinion that public credit should be 
used cautiously; that is, in quantities adequate to meet only the 
most acute emergency needs. The members of this group express alarm 
over current federal fiscal trends. Continuation of deficit spend¬ 
ing and heavy borrowing, they argue, might well bankrupt the gov¬ 
ernment and deepen the depression rather than promote recovery. They 
deny the validity of the pump-priming principle. The second group be¬ 
lieves not only that the government has a direct moral obligation to 
support the victims of a depression for the duration of the emer¬ 
gency, but also that its credit should be used continuously to 
maintain a proper running balance in the economic system. Heavy 
government spending, therefore, is held by this group to be essen¬ 
tial to business recovery and represents, in the long run, the 
policy least costly to the conummity. The New Deal Administration 
has based its fiscal program upon the premises of the second group. 

According to administration critics, any further substantial 
addition to the public debt or delay in balancing the budget - two 
aspects of the same question - may cause the break-down of federal 
credit, with devastating effects upon the structure of private 
capital.^ But defenders of the debt policy maintain that even a 
debt considerably in excess of $45 billion is well below this 
point. Their argument assumes that the vast potential wealth and 
tax-paying capacity of the United States could sustain a public 
debt much larger than the present one. The true debt burden of 
any nation is purely relative; it can be accurately understood 
only in terms of the nation's population, resources, and wealth. 

Any absolute figure, such as $45 billion, gives no indication of 
the real debt burden placed upon the economic system. 

A comparison of the debt burden in the United States with 
that of France or Great Britain lends support to the claim of 
those who believe that this cotmtry la well within the limits of 
its borrowing capacity. A recent study of governmental debts 
showed that the per-capita national debt of the United States at 
the time was little more than one-third as large as Great Britain's 
and only slightly more than three-fifths as large as that of 
Prance.^ At the same time, the per-capita national income of the 
United States was much greater than that of either of those two 
countries. Some authorities have suggested that a total public 
debt would be dangerously large if its annual interest charge 


1. Further consideration will be given to this point toward the 
end of the chapter. 

2. Mabel Newcomer, "An analysis of the nature of American public 
Debts," American Economic Review Supplement, March, 1937. 
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amounted to as much as fifteen per cent of the national income.^ 
The charge on the debt of the federal government never has been 
near this point. In 1930 the Interest charge amoimted to about 
eight-tenths of one per cent of the national income. In 1936, 
when the debt was about $34 billion, it amounted to only 1.2 per 
cent. The charge on a debt of $45 billion would amount to about 
two per cent of the national income, calculated on the basis of 
the low rates of interest prevailing in 1940 and 1941 and the 
amount of the national Income in those years. 

The advocates of large-scale borrowing further defend their 
position by pointing out that the amount of the national debt is 
a gross (rather than a net) figure. The net debt - that is, the 
real burden of debt falling on the taxpayers - is obtained by sub¬ 
tracting from the total debt such items as cash balances and the 
value of property, tangible or intangible, in which Investment 
has b^en made. Cash balances and the government’s equities in the 
Reconstruction Finance Corporation, Farm Credit Administration, 
and Home Owners’ Loan Corporation are the largest items to be de¬ 
ducted. The government's equities in these organizations, accord¬ 
ing to the Twentieth Century Fund study, increased more than $4 
billion between 1929 and 1936. Some idea of the difference between 
gross debt and net debt may be gained from the figures for 1936. 
The gross debt for that year was $34 billion, while the net debt 
amounted to $25.7 billion - a difference of almost $9 billion.^ 

In other words, it was not until 1936 that depression borrowing 
led to a net debt of the federal government equal to the net debt 
of 1919. Debt burdens may also be measured in terms of the annual 
interest charge. The government can borrow more cheaply at one 
time than at another. Interest paid on federal bonds in 1919 av¬ 
eraged 4.2 per cent, while in 1937 the rate was about 2.6 per cent. 
At the beginning of 1941, rates were nearer two per cent. The 1937 
gross debt exceeded the debt of 1919 by $10 billion, but the in¬ 
terest charge was more than $100 million less. 

A considerable proportion of federal debt is productive of 
revenues. Such debts as the Panama Canal loans and the loans to 
the various government corporations and credit agencies estab¬ 
lished in recent years to combat ths depression will, in large 
part, be liquidated from earnings of the Investments and therefore 


1. This is the opinion of Harold M. Groves, Financing Government 
(1939) page 658. The public debt of Great Britain has twice ap¬ 
proached this amount, once after the Napoleonic wars, and again 
at the end of the World War. Such an estimate, we believe, must be 
qualified according to many circumstances In the country concemed. 

2. Mabel Newcomer, op. cit. 
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will not be a total burden to taxpayers. The amount of revenue- 
producing federal investment increased twelve-fold from 1930 to 
1936, a change which indicates the increasingly important part 
played by the government as an investor of capital during a time 
when private Investment was lagging. 

The large loans of 1941, earmarked principally for national 
defense, add materially to the non-revenue producing portion of 
the national debt. The imr^iedlate market effects of spending these 
funds are twofold: first, a stimulation of production in those in¬ 
dustries directly affected by the rearmament program, and second, 
a general rise in employment, prices, and Incomes. This latter 
effect in turn will result in a broadening of the bases of taxa¬ 
tion and a corresponding increase in tax yields. 

The influence of the rising national debt upon the market for 
private credit, mentioned above, involves the relationship of the 
banking system to the federal government, some aspects of which 
were discussed in the first volume of this work. In the period 
between 1931 and 1940, large federal loans were floated at low 
rates of Interest and were quickly absorbed - in large part by 
the banks. According to the annual report of the Secretary of the 
Treasury for the fiscal year 1940, approximately thirty per cent 
of the twenty-nine billion dollar increase in the federal debt 
during these years has been absorbed by commercial banks, and 
about forty-six per cent of this total by commercial and savings 
banks combined. Insurance companies have taken eighteen per cent 
of these securities, and various federal agencies twenty-three per 
cent. Only about twelve per cent have gone into the hands of pri¬ 
vate non-financial corporations and individuals. About half of the 
holdings of the last-named group is represented by United States 
Savings Bonds ("baby bonds") and adjusted service certificates. 

Perhaps the most significant of these figures are the first 
two. In 1929 only thirteen per cent of the total earning assets of 
the member banks of the Federal Reserve System were in the form of 
federal securities; by 1937 this figure had changed to thirty- 
eight per cent. This concentration of bank assets in federal bonds 
was due chiefly to the accumulation of huge bank reserves which 
were not offset by loans to private enterprise during the depres¬ 
sion. Some authorities on banking problems are seriously alarmed 
at this development. They perceive an analogy between the present 
situation and that of 1929 when banks concentrated their invest¬ 
ments in the securities of private corporations, a situation which 
they regard as a principal cause of many banking difficulties of 
that and later years. Prom their viewpoint the danger in the pres¬ 
ent situation lies in what they regard as an excessive dependence 
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of bank credit upon public credit. The viewpoint of this group of 
critics is well expressed in the words of the late Professor Wil¬ 
lis, who pointed out that '*the whole banking system is made to re¬ 
volve around government credit, and the entire reliance of the 
nation rests upon the goodness of such credit." 

The present chapter has presented a theory of public credit 
as it relates particularly to American experience. Some of the 
broader implications and effects of government borrowing opera¬ 
tions have been briefly touched upon. Many specific questions 
raised by public deficit-financing, however, have not been fully 
explored. What is the New Deal theory of "pump-priming?" On what 
grounds can it be supported? What are the effects of large-scale 
government spending upon the national income? A discussion of 
these questions is reserved for the next chapter. 



44. DEFICIT SPENDING 

The budget covering the fiscal period July, 1940 - June, 

1941, was the tenth of a series of budgets in which the govern¬ 
ment spent an amount in excess of its income. With the government, 
as with private individuals, the difference between expenditure 
and income can be made up only by borrowing - by going into debt. 
So it was that during this decade, the national debt of the 
United States increased from approximately sixteen to approxi¬ 
mately forty-five billion dollars. 

These successive annual deficits which Increased the nation¬ 
al debt by about twenty-nine billion dollars were occasioned prima¬ 
rily by the long-continued depressed state of business. The 
causes, which have been detailed in the preceding chapters, may 
be summarized as (1) the sharp reduction in government revenues; 
(2) the large increases In the government’s expenditures for "so¬ 
cial" purposes; and (3) the government’s policy of spending for 
the purpose of bringing about a revival of prosperity, a policy 
which came to be popularly known as "pump-priming." However, the 
seeming inability of the government to balance the budget even 
after a substantial degree of industrial recovery had occurred 
(as in 1938) raised the question of whether the policy of deficit 
spending should be continued indefinitely. Some people began to 
ask whether the American economy had not reached a position in 
which a continuous program of deficit spending would be necessary 
as a means of maintaining a reasonably high volume of production 
and level of national income. 

It must be realized that this problem Involves much more 
than either a condemnation of deficit spending on the general as¬ 
sumption that it is unwise to go into debt, or a ready acceptance 
of such a policy on the ground that it is "liberal." Rather, the 
question is whether economifc analysis of the factors involved 
will support public spending as either an effective or a desirable 
means of promoting prosperity. Such an analysis should take into 
account the probable consequences both of spending for prosperity 
and of making social expenditures with borrowed money. Also, it 
should scrutinize the recent past in search of evidence concerning 
the efficacy of "pump-priming." 

THE NEW-DEAL THEORY OF PUMP-PRIMING 

The spending-saving thesis . The recovery policies of the New 
Deal seem to have been predicated upon certain assumptions as to 
the cause of the financial collapse in 1929 and the subsequent 
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business and industrial stagnation. The central assumption is one 
of a proportional balance between spending and saving. The prin¬ 
cipal New Deal thesis appears to have been that the crisis in 
1929 and the ensuing depression came about because of a tendency 
to divert a disproportionate amount of the national Income into 
savings. As has been pointed out (in Chapter 13, above) savings 
may be Invested in productive enterprise or they may be hoarded. 
In the first case, the savings in turn become income for other 
individuals, while in the second, they are withdrawn from circu¬ 
lation and become a dead weight in the economic system, dragging 
down the level of economic activity as already explained. Thus, 
while consumer demand is reduced below national Income by the 
total amount saved in any given period, some portion of such sav¬ 
ings as are Invested and returned to Individuals as Income may 
take the form of consumer demand in the following period. Mean¬ 
while, the expanding productive system begins to pour an increas¬ 
ing volume of commodities onto the market. It is at this point 
that the economic system gets out of balance, according to New 
Deal spokesmen. Although consumer demand rises, it does not in¬ 
crease in proportion to the Increased production of consumer goods 
and services. As a result, this enlarged output can be absorbed 
by the market only at lower - in many cases unprofitable - prices. 
Manufacturers, finding themselves unable to dispose of their prod¬ 
ucts without a fall in prices, curtail production and new invest¬ 
ment bringing about unemployment and reduced incomes, thus caus¬ 
ing a further reduction of consumer demand.^ 

Consequently, because of the disproportion between consumer 
spending and saving: (1) there was a relative increase in the fa¬ 
cilities for producing goods; (2) there was a relative decrease 
in the purchasing power available to absorb the goods which were 
produced; (3) eventually, more goods were produced than ccfuld 
profitably be sold; and (4) a point was reached where business 
concerns no longer wanted to Invest borrowed savings in productive 
enterprises because it was not profitable to do so. At this point, 
savings ceased being Invested and were withdrawn from circulation, 
or hoarded, and the level of comnerclal and industrial activity 
was lowered because these savings were not being spent. 

The theory of saving . It will be seen that this view is a de¬ 
parture from the more conventional theory which holds that people, 
generally speaking, do not save unless they are paid for saving, 
and that the amount they save varies directly with the price they 

1. For an amplification of this thesis see Sumner H. Slichter. 

"The Great American Experiment," Atlantic Monthly, vol. 163, pages 
470-477, April, 1939. 
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are paid for the use of their savings. According to this more con¬ 
ventional theory, if there is no demand for savings, nothing will 
be paid for the use of savings, and relatively few people will be 
willing to save. Most income will be consumed, and little with¬ 
held from circulation. 

At this point the question revolves around the reason for 
saving, and whether the amount people save depends upon the 
ajnount their savings will earn for them. It would seem more 
reasonable to conclude that there is some minimum level of in¬ 
come at which people will consume all their income and save noth¬ 
ing, but that as income rises above this level, most persons will 
attempt to lay aside a portion of the increment. In this case, 
the proportionate amount of saving in general will depend more up¬ 
on the level of the national income than upon the rate of inter¬ 
est. 

Thus it appears that there is little relation between the 
amount of saving and the interest rate - that saving is largely 
controlled by the habits and customs of the people. The signifi¬ 
cant fact is pointed out that during a period of prosperity the 
incomes of some of the wealthier people show a disproportionate 
increase, and that in many cases nearly all of this increase is 
saved. Therefore, if we assume a propensity on the part of the 
people to save a portion of their income when that income exceeds 
a certain lower limit, it becomes clear that as the national in¬ 
come increases, saving increases proportionately, perhaps even 
more than proportionately. These savings will be returned to the 
Income stream only if the opportunity for investing them is avail¬ 
able. But it has been seen that relatively large savings them¬ 
selves tend to bring about a scarcity of investment opportunities, 
for they lead to the production of more consumer goods than people 
will buy at prices that will yield a profit. This makes the use of 
savings less desirable to producers. 

The theory of business activity . If savings are not invested, 
they do not enter into circulation, and economic activity will be 
lessened thereby. Less will be bought and sold; less will be manu¬ 
factured. The national Income will decline. This trend may con¬ 
tinue to a point where the national Income is so low that people 
will use most of it for consumption. Savings will be so relatively 
small that there will be a demand for all of them, and they will 
all go into circulation. But this will be a point where there is 
widespread unemployment - possibly a point where not enough is 
being produced to meet current market demand. 

However, it should not be concluded that all saving is bad 
for the economic community. According to tlw theoi?y outlined above, 
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it is those savings which are not invested and which do not go 
back into circulation that are responsible for the mischief. If 
all savings could be Invested immediately, they would flow back 
to the public in the form of wages, payments for materials, etc,, 
and eventually would be spent for consumer goods. However, if 
there exists an oversupply of savings for which there is available 
no outlet in the form of profitable investment opportunity, the 
excess will be hoarded. Economic activity will be slowed down to 
the extent that these savings are withheld from circulation. Ex¬ 
cessive saving. Instead of stimulating economic activity by pro¬ 
viding a supply of cheap capital, actually tends to hinder the 
process of recovery, and if continued, may lead to an Indefinite 
period of business stagnation. Therefore, it is essential to pro¬ 
vide immediate investment outlets to absorb that part of the na¬ 
tional Income which is saved but not currently invested. 

When considering the New Deal approach to the problem of re¬ 
covery, it la important to take into account the stage of economic 
development of the country. In the past, exploitation of natural 
resources, settlement of the land, new Inventions, and industrial¬ 
ization were all factors which together required more savings 
than the American people could accumulate. During the period of 
railroad expansion, for example, it was necessary to import capi¬ 
tal from England and other European countries. Population growth 
provided outlets for savings in the building of new dwellings, and 
the creation of additional producer goods. Now, the disappearance 
of the American frontier, the decline in the rate of population 
growth, and the fact that no Innovation comparable to the automo¬ 
bile or radio was developed in the 1930’s, all are cited as evi¬ 
dence that investment outlets have steadily dwindled. 

Accordingly an attempt was made to stimulate business and in¬ 
dustry by increasing the purchasing power of the people most in 
need of consumer goods. Extensive relief works were initiated. 
Large "pump-priming" expenditures were made on the theory that 
once activity in certain lines was re-established, the increase in 
employment and purchasing power would provide the stimulus for a 
general revival of business and industry. At the same time, the 
increase in individual and corporation income taxes tended to cut 
down saving, and augmented inheritance taxes reached savings which 
already had been accumulated. 

In defending the New Deal program and supporting its continu¬ 
ance, various economists and government administrators have ad¬ 
vanced the proposition that the American economy no longer offers 
room for sufficient private Investment to absorb the proportion of 
the national Income which is saved. These people emphasize the 
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need for social Investment and point to such undertakings as low- 

cost housing and Improved educational facilities as examples of 

% 

projects in which greater investment might well be made. At the 
same time, it is apparent that these are fields which do not in¬ 
terest private enterprise. Thus it is held that the government 
should borrow surplus savings from individuals accumulating them 
and put these savings into circulation through the medium of so¬ 
cial Investment. A program of this kind would mean increasing 
the national debt to indefinite proportions, but its proponents 
view this prospect with equanimity, holding that the benefits de¬ 
rived therefrom would more than offset the burden of increased 
interest charges 

EMPIRICAL CASE FOR NEW-DEAL FINANCIAL POLICY 

Trends of saving and investment during the 1920^5 . Discussion 
of the theory underlying New Deal fiscal policy leads to the ques¬ 
tion of trends during the 1920’s which, according to the theory, 
were largely responsible for the crash of 1929 and the ensuing de¬ 
pression. First, there was the swelling national income, which in¬ 
creased from approximately sixty-six billion dollars in 1923 to 
approximately eighty billion in 1929. Over the same period of 
time, it is estimated that fimds available for investment in¬ 
creased from eight or nine billion dollars in 1923-1924 to more 
than fifteen billion in 1929. This indicates that over half the 
increase in the national income over this period went into sav¬ 
ings. 

Other evidence corroborates this indication of disproportion¬ 
ate saving. A large share of the Increase in the national Income 
went to the upper Income groups. Certainly, it is reasonable to 
assume that these groups did not increase their consumption pro¬ 
portionately with the increase in their share of the national in¬ 
come. On the other hand, studies of the share of the national in¬ 
come received by labor during the decade of the 1920's show a rel¬ 
ative decrease of purchasing power in the hands of the laboring 
class. Thus it has been estimated that the amount per unit of pro¬ 
duction retained by manufacturers was seventeen per cent higher In 
1929 than in 1923-1925.^ This is a refutation of the popular no- 


1. This view is set forth in the book by Seven Harvard and Tufts 
economists. An Economic Progr^ for American Democracy . The Van¬ 
guard Press,'^938. This book is said by some to have exerted con¬ 
siderable Influence upon New Deal economic philosophy. 

2. Paul H. Douglas, "The Effect of Wage Increases upon Employment," 
Supplement to the American Economic Review . March, 1938, pp, 
138-157. 
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tion that wage costs, at the advent of the depression, were high 
in relation to prices. On the contrary, the capacity of the lower 
income groups to buy the increasing output of our productive sys¬ 
tem failed to keep pace with the growing volume of goods coming 
onto the market, i.e., it suffered a relative decline. 

During the decade of the 1920's, the demand on the part of 
producers for Investment funds did not keep pace with the rapid 
accumulation of savings. After 1923, the volume of corporate se¬ 
curities annually floated for the purpose of constructing new 
plant and equipment remained practically unchanged from year to 
year. In 1923, business and industry probably spent a little less 
than eight billion dollars for new plant and equipment; in 1929, 
the outlay was approximately ten billion dollars. On the average, 
capital expenditures by private producers absorbed but little more 
than half of the nation's saving during the 1920's. Even this 
amount was required by producers only because of the prodigious 
growth of the automobile and related industries - rubber, oil, 
glass, steel, road equipment, etc. 

Had there not existed other outlets for savings, outlets 
which were in large measure peculiar to the times, the prosperity 
of the twenties probably would have reached a climax long before 
1929. The most important of these outlets were: 

First, residential building. During this decade residential 
reached an all-time high. This was due partly to the 
cumulative demand resulting from the cessation of building during 
the World War and partly to the great increase - amounting to ap¬ 
proximately seventeen million - in the population. Housing expend¬ 
itures amounted to some five billion dollars annually in 1926 and 
1926, but by 1929 they had fallen to half that amount. 

Second, public construction. State and local governments bor¬ 
rowed, on the average, one billion dollars a year for outlay on 
roads, schools, and other public Improvements. 

Third, foreign loans and investments. About ten billion dol¬ 
lars were loaned to and Invested in foreign countries during this 
period, much of which was spent for goods produced in the United 
States• 

Fourth, consumer credits. The growing practice of installment 
selling had the effect of utilizing savings to put purchasing pow¬ 
er in the hands of the lower-income groups. By 1929, the amount of 
consumer credit outstanding had reached the enormous total of ap¬ 
proximately eleven billion dollars. 

In addition, there was the phenomenon of the speculative boom 
in the market for securities. This absorbed large amounts of sav¬ 
ings, and some of the profits from speculation were turned to con- 
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sumption purposes - It has been estimated that the boom financed 
consumption to the extent of some two billion dollars a year. This 
purchasing power, of course, vanished when the security-market 
bubble was pricked. 

Changing economic trends of the 1950*s . When the stock mar¬ 
ket collapsed in 1929, and economic activity started on the down¬ 
ward spiral toward depression, most of the investment outlets of 
the 1920's were blocked. First of all, consumer purchasing power 
was sharply curtailed by wage cuts and unemployment. People were 
forced by their installment commitments to continue making pay¬ 
ments on old purchases instead of spending their money for new 
consumer goods. Merchants were unable to move from their shelves 
the large inventories they had accumulated. Producers were forced 
to shut down their plants, and the demand for new investment-cap¬ 
ital dwindled to the vanishing point. 

Other sustaining props of prosperity fell away as housing 
expenditures declined to negligible proportions, as economic and 
political repercussions closed the market for foreign loans, and 
as state and local governments were forced to curtail their pro¬ 
grams for public construction. Although there appears to have 
been a slight Increase of economic activity as early as the mid¬ 
dle of 1932, and although causal relations at this point can eas¬ 
ily be exaggerated, it was not until after the federal government 
stepped into the breach and initiated a program of deficit spend¬ 
ing designed to increase the purchasing power of the lower income 
groups that the level of economic activity rose to any marked de¬ 
gree. 

The ensuing recovery, however, was slow and uncertain, and 
at no time were business and industry able to furnish work for 
more than a fraction of those who had lost their jobs during the 
depression, and those younger people who had remained unemployed 
ever since entering the labor market. In the meantime, billions 
of dollars of unused savings were piling up in banks, insurance 
companies, and other financial institutions. As time went on, 
there became apparent new trends in the economic situation, trends 
which further Impeded the flow of savings into circulation through 
the medium of private investment. 

First, it developed that the automobile industry had reached 
a stage of maturity where it could supply the demand for its prod¬ 
uct without calling on the public to furnish funds for further ex¬ 
pansion. In the meantime, nothing appeared to take the place of 
the automobile lnduati*y as an absorber of savings. 

Second, the decline in the rate of growth of the population 
curtailed the demand for many kinds of consumer goods. 
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Third, increasing technological efficiency made it possible 
to produce more for every dollar Invested in capital goods. 

Fourth, there was an increasing tendency on the part of bus¬ 
iness enterprises generally to provide for replacement of their 
plant and equipment by setting aside depreciation reserves, and 
to finance their own expansion through the use of their own ac¬ 
cumulated savings• 

Fifth, the tendency toward economic nationalism, defaults on 
previous foreign loans, and other political and economic consider¬ 
ations kept the foreign loan market closed as an outlet for sav¬ 
ings . 

In addition, business circles accused the government's eco¬ 
nomic policy of bringing about a widespread lack of confidence in 
business and investment circles, thus inhibiting investment and 
busines s expans ion. 

Thus, in summary, it may be said: (1) that in the post-war 
period there was a pronounced and Increasing tendency toward sav¬ 
ing, both in relation to available investment opportvmity, and in 
comparison to the amount of the national income that was being 
currently consumed; (2) that these excess savings were not only 
partially responsible for the security boom during the latter 
1920*3, but resulted in maladjustments which greatly increased 
the severity of the crash of 1929; (3) that during the 1930's sav¬ 
ing continued on a relatively large scale, but that there was 
little opportunity for investment of savings in private enter¬ 
prise, either in Industries which had flourished during the 1920's, 
or in new industries. In view of the harmful effects upon the 
economy of the withdrawal of savings from circulation, this situ¬ 
ation, long continued, would seem to call for action on the part 
of the government to get the excess savings back into circulation. 

HCONOMIC EFFECTS OF GOVERNMENT SPENDING 

It now becomes of interest to consider the possibilities of 
government expenditure in stimulating production and increasing 
the national Income. In discussions of this subject, most empha¬ 
sis has been laid upon those categories of public expenditure 
which are broadly termed "public works" and "social Investment. 
Here, the discussion of public works and so-called social invest¬ 
ment is confined to an analysis of what happens to funds which 
are spent on public works and in making social investments. Such 
considerations as the types of public works to be employed,^ po¬ 
litical and administrative problems, long-range program planning, 
labor and wage policies, etc., belong to a study of public works 
as such. The Important questions here are: (1) Does expenditure 
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of public funds increase the national income? (2) Is it possible 
for a given public expenditure to bring about an increase in the 
national income larger than the amount of the original expendi¬ 
ture? (3) Is public expenditure a practicable means by which to 
stimulate and sustain economic recovery? 

The source of funds . In considering the first question, it 
is self-evident that all funds which the government spends flow 
into the hands of the public. Whether or not these funds consti¬ 
tute a net addition to the national income depends upon whether 
or not they would be spent if the government did not spend them. 
Obviously, to increase total income, there must be an increase in 
the total expenditure of the economy. This cannot happen if the 
government spends funds which otherwise would have been spent or 
invested by private Individuals - in this case there is no in¬ 
crease in total expenditure but merely a substitution of public 
for private spending. Hence the source from which the government 
obtains funds, the expenditure of which is intended to increase 
the national income, becomes of prime Impoi’tance. 

Such funds cannot be obtained through taxes on consvuiiptlon, 
for if the proceeds of taxes on consumption remain in the hands 
of consumers, they will ordinarily be spent for additional con¬ 
sumer goods. The funds cannot be acquired through income taxes, 
the proceeds of which would otherwise be spent or invested by 
private individuals, nor can they be obtained by borrowing in com¬ 
petition with private business. 

Taking into consideration the above limitations, two princi¬ 
pal sources of funds whose expenditure will create a net increase 
in the national income suggest themselves - (1) hoarded savings 
that are currently withheld from Investment, and (2) bank-credit 
expansion. Potential hoardings may accrue to the government 
through (1) taxation at higher rates of the higher incomes and 
the larger inheritances, and (2) borrowing from individuals or 
institutions who have accumulated savings which otherwise would 
not be Invested. Credit expansion. In turn, may be brought about 
by more or less direct manipulation of the machinery of the bank¬ 
ing system. 

The multiplier . In considering the question of whether a 
given public expenditure can cause an Increase in the national in¬ 
come larger than the amount of the original expenditure, let us 
see what happens when a dollar is spent. It goes into the hands of 

various individuals who, in their turn, may spend it and by so doing 
* 

put it into the hands of still other individuals, and so on ^ In- 
flnit.ntn. A laborer may spend a dollar for rent. His landlord, who 
receives the dollar, may spend it in various ways, part of it for 
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upkeep on the apartment building, part of it for taxes, and part 
for the landlord's own living expenses. Thus the dollar passes 
out of the possession of the landlord and becomes income for the 
janitor, the light company, the coal company, the government, and 
many others. These in turn spend the portions of the dollar which 
they have received, and thus it circulates through the community. 

Assume that it takes, on the average, one month for a dollar 
to be spent, and that A is a man who initiates an Income of one 
dollar per month.^ The first month, A receives his dollar and 
spends it with B and C. The second month A spends a second dollar, 
but also during this second month B and C spend A'a first dollar. 
Thus in the second month two dollars have been spent instead of 
one, and altogether three dollars have been spent during the two 
months. At the same rate, three dollars would be spent during the 
third month, and a total of six dollars would have been spent at 
the end of the third month. At the end of a year, the repeated 
expenditure of A's original income of a dollar a month, or twelve 
dollars in all, would result in the expenditure of a total of sev¬ 
enty-eight dollars. 

This analysis suggests that these expenditures would keep on 
expanding indefinitely, and that, with the passage of time, the 
repeated initiation of an Income of even one dollar a month would 
result in a national Income of indefinitely large proportions. 
However, the simple conditions supposed in the analysis differ 
greatly from conditions in the actual economy, and in practice 
the indefinitely large expansion of expenditure does not take 
place. Individuals do not spend all their income immediately, or 
within any arbitrary period. In practice, A will spend portions of 
his dollar at various times, and may defer spending some of it in¬ 
definitely, in which case the Income of B and C will be lessened 
by the amount retained by A. In turn, the practices of B and C, 
both as to spending and saving, may vary widely from that of A, 
and from each other. 

This brings into our analysis the concept of the multiplier.^ 

1, To initiate a money Income, A must secure money that is addi¬ 
tional to that previously in circulation. If, for example, A were 
a self-employed gold miner and mined enough gold each month to 
create one dollar of new money, he would have initiated a money 
Income of this amount. Or if he were to receive one dollar each 
month from the government, and if this one dollar constituted a 
net addition to the amount of money already in circulation, A 
would initiate one dollar of Income each month. 

2. A fuller exposition of the theory of the multiplier is given in 
the following: J. M. Keynes, The Means to Prosperity , London, 1933; 
J. M. Clark, The Economics of Planning Public Works . U. S. Govern¬ 
ment Printing Office, Washington, 1935; Joan Robinson, Introduc¬ 
tion to the Theory of Employment, London, 1937. 



DEFICIT SPENDING 


297 


This view holds, in brief, that only a part of a given expendi¬ 
ture will be respent by the recipient in ways which go to in¬ 
crease industrial activity within the community. Of that frac¬ 
tion, only a fraction will be spent again in the succeeding expendi¬ 
ture cycle, and so on. Assume that A initiates a dollar of income 
the first month, but spends only 50^ with B and C. The second 
month A initiates a second dollar, of which he spends 50^^, but in 
the meantime B and C spend only 25f^ of A's first expenditure. Ob¬ 
viously, here is a "leakage," arising from the fact that each 
party who receives a part of an initial expenditure as income 
tends to retain a part (in this case one-half) of the amount he 
receives. Thus, in the illustration given, he wlth-holds half the 
amount he receives from current circulation. If the leakage con¬ 
tinues at this rate, only 12 1/2^ will be spent in the third cy¬ 
cle, 6 1/4^ in the fourth cycle, etc. In this case, the total ad¬ 
ditional expenditure arising from the expenditure of the original 
dollar with A will approach one additional dollar as a limits and 
the total ultimate effect brought about by the expenditure of the 
original dollar will be the expenditure of two dollars. 

In this illustration there has been a multiplier of two, that 
Is, the total effect of the original expenditure is twice the 
original expenditure. Also, there has been a leakage of one-half, 
since in each instance the Individual retains half the Income he 
receives. It is seen that the leakage is the reciprocal of the 
multiplier. If the tendency is for the recipients of each expendi¬ 
ture to retain one-third of the amoxint they receive, there is a 
multiplier of three and a leakage of one-third; if they retain 
only one-tenth of what they receive, there is a multiplier of ten, 
and a leakage of one-tenth. 

However, in actual practice the leakage will not be the same 
in every expenditure cycle. Whereas A may retain half his income, 

B and C may retain only a third, or a fifth, or perhaps none at 
all. For example, if expenditures are made for a program of pub¬ 
lic works, funds may accrue to people who will spend all the money 
they receive at once because of their imnodlate need for consumer 
goods. In this first cycle of expenditure there is no leakage. In 
succeeding expenditure cycles, however, some of the money spent 
may get into the hands of persons in the higher income brackets 
who will save a relatively large proportion of what they receive 
and the leakage will be relatively large. It has been suggested 
that the average actual leakage tends to be about one-third. If 
this is true, expenditure of Initial Income results ultimately in 
an Increase three times as great in the Income of the community. 

Another factor determining the effect of a given expenditure 
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is the average time required for money to be spent, in other words, 
the length of the cycle from the expenditure of funds by one re¬ 
cipient to the next resulting expenditure by the next recipient. 
The shorter the expenditure cycle - in other words, the higher the 
rate of turnover of funds - the shorter will be the time required 
for the effects of a given expenditure to be diffused through the 
community. 

Thus the principle of the multiplier makes it theoretically 
possible for a given expenditure of funds to increase the nation¬ 
al income by an amount several times that of the original expend¬ 
iture. The principle applies to any net increase in spending, 
whether the source be public or private, but it should be remem¬ 
bered that the spending must represent a net increase or net in¬ 
crement over current spending. In this connection, it has already 
been pointed out that funds expended by the government for the 
purpose of increasing the national Income should be drawn from 
sources where they would not otherwise be spent. 

The principle of the multiplier also works in reverse. For 
this reason any net decrease in expenditure will bring about a 
magnified decrease in total expenditure and income. This explains 
why large-scale with-holding of savings from circulation may con¬ 
stitute an important initiating or Intensifying factor in such 
serious reactions in the economic commvmlty as occurred in the 
early 1930*3 and again in 1937. A decrease in expenditure, whether 
of private business or of government, may be just as damaging, 
when it becomes cumulative in this fashion, as an increase in ex¬ 
penditure may be stimulating 

The action of the multiplier will enable the government to 
stimulate business and industry only at a time when there is 
marked underemployment of the factors of production, i.e., land, 
labor, and capital. If there is little or no unemployment of la¬ 
bor, or if natural resources are being utilized, the expendittire 
by the government will waste Itself in higher prices without caus¬ 
ing any increase of productive activity. Thus it may happen that 
as the stimulation to business increases and the level of prosper¬ 
ity rises, prices will rise and the stimulation will be wasted 
through an increase in money incomes unaccompanied by any increase 
in output. This may lead to Inflation. In this connection, it is 
Important to remember that conditions of unused capacity vary in 
different industries at any given time. To be most effective, pub¬ 
lic expenditure should affect chiefly those industries with rela¬ 
tively large unused capacity so that undue price increases may be 
avoided. However, the question of the Importance of the industry 
to the economy must also be considered. Obviously, there would 
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be little purpose in stimulating such fields of production as the 
monument industry or the black powder Industry, since the scale 
of their activities normally is of little Importance to the econ¬ 
omy, and since the demand for their products rests upon other cir¬ 
cumstances than the level of activity in the remainder of the 
economy. 

It follows that the primary purpose for which government 
funds are spent should be one which will yield the greatest amount 
of benefit to the community that could possibly result from that 
amount of expenditure. Suppose that the government, in order to 
promote recovery, lavishes funds upon projects which have no par¬ 
ticular economic or social justification in themselves (a far¬ 
fetched example might be the construction of a pyramid in the 
Great American Desert). It is obvious that the community suffers 
a loss of whatever productive effort is expended on such projects 
in the form of labor and materials, although the money paid out 
becomes income and can enter the market as demand for goods or 
services 

Since a cessation of spending tends to bring about the nega¬ 
tive action of the multiplier and thereby cause further cessation 
of spending, the first efforts of the government should be di¬ 
rected toward continuing ordinary governmental services rather 
than toward instituting projects to furnish purchasing power for 
those who have been thrown out of employment. For example, there 
can be little point in initiating a program of public works during 
a depression if - in order to get the funds needed for this em¬ 
ployment - ordinary governmental services must be cut down and 
the people performing them thrown out of employment. A social loss 
is sustained if teachers necessary to the carrying out of the ed¬ 
ucational program of a city are dismissed during depression times, 
even If the fWA does grant funds for the construction of new 
tennis courts for the school. Therefore, if the federal government 
is to assist the local governmental units in alleviating the im¬ 
pact of the depression, it should render first assistance to the 
maintenance of vital governmental functions. 

LIMITATIONS OF PUMP-PRIMING 

Those who uphold the theory of "pxunp-priming" claim that the 
total effect of a stlnrulatlve expenditure is large, and that the 
national Income will be raised by an amount several times the 
amoiint of the original expenditure. It has been seen that the ac- 

1. Government spending for the purpose of stimulating economic 
activity is a field in which the danger of the "make-work fallacy*' 
is particularly great. This fallacy was described in Chapter 1. 



300 


THE STATE AS FINANCIER 


tion of the multiplier makes this theoretically possible, pro¬ 
vided that the expenditure is one which would not have been made 
otherwise. But pump-priming implies more than a relationship be¬ 
tween pximp-priming expenditures and increased production and aug¬ 
mented national income. Theoretically, pump-priming should fur¬ 
nish the impulse to set the wheels of commerce and Industry turn¬ 
ing during times of depression. Once the machinery has been set 
in motion, various forces should combine to continue the process 
of recovery. 

The success of a pump-priming program will depend upon the 
extent to which private business takes up the slack when the gov¬ 
ernment stops spending. But spending by private business will 
take place only if such spending can be done profitably, in other 
words, only if there exist desirable investment opportunities. 
Under conditions such as those of most of the 1930's, large-scale 
outlets for private investment funds did not exist. 

There are other factors which may retard the action of the 
multiplier in bringing about the desired expansion of production 
and income. Business men auid investors, observing the course 
which the government is pursuing, may develop a psychology of 
pessimism. A program of high income taxes may contribute to the 
uneasiness in financial circles. A greatly expanding program of 
government expenditure may engender in the business world a fear 
of inflation that will make business men hesitate to risk the un¬ 
dertaking of new enterprises, and thus hold back Investment. It 
is true that such a fear on the part of business men is not a 
logical one, for, if Inflation should come about, the profit-mak¬ 
ing opportunities open to them would be multiplied. However, the 
mere fact that the prospect is disturbing may have a retarding 
effect. In any case, this is a factor the quantitative importance 
of which is impossible to Calculate. 

The very fact that the prosperity in evidence has come about 
through the expansion of government spending may constitute a de¬ 
terrent to private expansion. Because they are motivated by the 
prospect of profits, and are chary of any development which may 
cause a loss, business men are slow about committing themselves 
during the interval of any depression. This is evidenced by the 
fact that such diverse business indicators as stock prices, ma¬ 
chine-tool orders, and conmodity prices generally do not begin 
to rise until after general business revival is \ander way. It is 
possible that, in the case of a business revival sought by the 
government through pump-priming, business men, before committing 
themselves, will want to see what will happen when the govemm^it 
withdraws its contribution from the income flow. Such diffidence 
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may preclude the Initiation of any long-time investment program 
that would serve as a prop to business activity once the govern¬ 
ment stopped spending. Here there becomes apparent one reason why 
it is of paramount importance that, when the government under¬ 
takes a stimulative program, provision be made against the cur¬ 
tailment of ordinary governmental functions, and that new projects 
be selected which will yield the greatest possible benefit to the 
community. For it will not add to the confidence of the business 
community to see money spent for relatively unimportant purposes. 
What probably will happen Instead is that business men will come 
to distrust the sagacity of government officials and refuse to co¬ 
operate in any program set forth by them. 

If government funds are put into circulation through a wide¬ 
spread program of public works, there is no assurance that these 
public works will be completed by the time business revival gets 
under way. To the extent that the government is forced to con¬ 
tinue operations, it may find itself competing with private in¬ 
dustry for money, materials, and men. This may result in a slow¬ 
ing down of private enterprise because of higher costs of produc¬ 
tion. 

All these unknown factors may exert an Influence which will 
reduce the net effect of p\imp-primlng expenditures. If private 
spending in excess of the amount contributed by the government is 
withheld from the expenditure stream, l.e., from, circulation, the 
multiplier will be negative Instead of positive, and the net re¬ 
sult will be further reduction of economic activity. Since it is 
impossible to discount in advance the weight of these factors, it 
is impossible, as a practical matter, to calculate the multiplier, 
and to determine what the net stimulation occasioned by a given 
increment of government expenditure will be. 

Even if the multiplier works in practice to the extent the¬ 
oretically allowed, it does not follow that pump-priming as such 
will be successful, since the ultimate success of a pump-priming 
program depends upon the continuation of a relatively high level 
of economic activity after the government withdraws its support. 
But continuation of recovery depends upon the opportunities avail¬ 
able for profitable investment and the attitude of the business 
community; if the former is lacking or the latter is unfavorable, 
the negative operation of the multiplier may bring about a quick 
recession in case the government spending prop is withdrawn. This 
was demonstrated in 1937, a year In which the government reduced 
payments to lower-income groups, and during which its tax receipts 
were sufficient to cut to zero its net contribution to the na¬ 
tion's pxirchaslng power. During the last quarter of 1937 there oc- 
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curred a sharp business recession, which many consider to have 

been due in large part to the withdrawal of governmental economic 
support. 


SOCIAL INVESTMENT 

The problem remains of finding a way to keep the savings of 
the community in circulation and its productive resources in use* 
In this connection, numerous potential investment outlets and 
productive possibilities suggest themselves. Of first concern is 
the standard of living of the population as a whole. Millions of 
people are inadequately furnished with even the primary necessi¬ 
ties of life - food, clothing, and shelter; here is a tremendous 
waste resulting in misery, sickness, crime, and loss of produc¬ 
tive efficiency. Millions of homes, especially rural homes, lack 
such rudimentary conveniences as electricity, bathtubs, running 
water, and adequate sanitation. In an age when education and a 
high degree of vocational training are more needful than ever be¬ 
fore, national expenditures for education remain at a relatively 
low level. Adequate medical care and hospital facilities are, in 
general, available only to the higher income groups. 

In the rural areas, there is an urgent need for more atten¬ 
tion to the problem of conservation of natural resources, includ¬ 
ing soil conservation and flood control. In urban centers, the 
effecting of an acceptable standard of civic physical efficiency 
alone would require the expenditure of large amounts by most cit¬ 
ies. Much remains to be done in the construction of new highways 
and the improvement of existing ones. 

These fields of investment - low-cost housing, road projects, 
public buildings and public parks, conservation of natural re¬ 
sources and flood control, education and public health, could 
easily absorb the present accumulation of savings and offer out¬ 
lets for future savings for an indefinite period. But, for the 
most part, they are fields of social investment. They must be \in- 
dertaken on a vast scale and they offer no prospect for profit; 
hence, they have small attraction for private enterprise. Conse¬ 
quently, there is a large argument for their being financed by 
the government's dipping into the savings of the economy. It 
should be clear that the objectives in view are those of social 
investment, and not those of pump-priming. 

It already has been pointed out that the government may ob¬ 
tain possession of savings by borrowing or by taxation, or by 
both. In connection with financing social improvements by public 
borrowing, however, there arises an important objection, based on 
economic considerations. Public debt constitutes a burden which 
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is economic rather than social. Desirable as it may seem, social 
investment financed by public borrowing must be limited by the 
fact that while such investment must be financed by economic 
means, it yields only social dividends and does not pay its way 
in the short-run economic sense. An indefinite program of deficit 
financing implies a national debt of indefinite proportions, and 
interest charges that weigh more and more heavily upon the tax¬ 
payer. In time, the payment of interest may in Itself constitute 
a major redistribution of income in a way which counteracts the 
results of the social program. This is because bondholders, pri¬ 
vate and institutional, are likely to be among the savers of cap¬ 
ital, while a majority of taxpayers will be in the lower income 
brackets where the payment of any tax constitutes a relatively 
heavy burden. 

The most desirable alternative seems to be a stringent in¬ 
come and inheritance tax program which will accomplish the double 
purpose of (1) adjusting the proportion of the national income 
which is saved to the point where savings will be kept in circu¬ 
lation} (2) financing the social expenditure that is necessary if 
the population as a whole is to be assured of a desirable standard 
of living. Such a program would be a realistic approach to the 
problem of over-saving, because it would be based on realization 
of the fact that the American mechanism of capital formation is 
adapted to the needs of a time which now has passed. Essentially, 
the effect of a tax plan of this kind would be the redistribution 
of Income and the benefits of Income from the higher to the lower 
income brackets, or in a direction opposite to that of a redistri¬ 
bution of income brought about by reason of interest payments on 
a large national debt. However, since any such program entails a 
financial loss to the higher-income groups, these groups may be 
expected to oppose it with every means, political and economic, 
at their disposal. 

Because of this opposition, and because also of the need for 
careful and methodical long-range planning of social investment, 
such an objective cannot be achieved in a short time. To a large 
extent its fulfillment, by democratic methods, calls for educa¬ 
tional effort on a large scale. The purpose of such education 
would be to reexamine, and positively to affirm, the rights and 
the duties of the individual In relation to the community. 




Section XIL THE STATE AS PROVIDER 

INTRODUCTION 

The growth of a complex. Interdependent economy has made it 
increasingly difficiilt for millions of persons to provide for 
themselves adequately, especially during periods of severe de¬ 
pression. The economic system that has made possible substantial 
growth of real Income has destroyed for many the valid basis for 
hope of becoming timly independent and self-reliant. Fortunes are 
at the mercy, often the cruel mercy, of forces far beyond the in¬ 
dividual's own control. Furthermore, much of the want and suffer¬ 
ing that were once tolerated because they seemed Inevitable are 
quite clearly unnecessary today. With our scientific knowledge and 
productive capacity the wide-spread existence of poverty is an 
anomaly, and a substantial portion of the public has come to feel 
that if the market does not resolve the anomaly the government 
should. 

During the last few years another consideration - one more 
purely economic - has come to play an increasing role in agitation 
for Increasing the provision made for people with lowest Incomes 
by the government. The unsatisfied desires of the poorer groups 
constitute a potential market of vast proportions; one way to 
stimulate demand and hence business activity - to distribute funds 
where the "multiplier" is highest - is to see that purchasing power 
is provided to the groups with little or no Incomes. Since our gov¬ 
ernment has become committed to the principle of stimulating pur¬ 
chasing power, this consideration is of great practical Importance. 

The government has assumed increased responsibilities for the 
provision of certain needs. The Issues have been debated vigorous¬ 
ly and not always intelligently. Political, social, economic, and 
administrative problems of great perplexity have arisen, and by no 
means all of them have been solved. Pressure for expansion and 
contraction of aid continue. It is not clear that the greatest 
pressure is always exerted for the greatest need. Frequently, it 
seems, arguments for further assistance disregard possible reper¬ 
cussions that might undo a large measure of the constmictive re¬ 
sults. 

This section Is devoted to three main topics, relief, social 
security, and public ho\ising. These are selected not because they 
are the only examples of the efforts of the government to provide, 
but, rather, because they are of great practical Importance, and 
also because they seem to be those most in need of continued in- 
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vestlgatlon and discussion that have not been dealt with elsewhere 
in these voluines. The problem of providing for all needs of the 
poor should be considered as a unit; the different aspects of the 
same basic problem are closely tied together. Anything, for ex- 
ample, that contributes to the solution of any single aspect of 
the problem of poverty helps toward the solution of other aspects. 
Thus, one way to reduce the difficulty of the housing problem or the 
problem of medical need might be to provide substantially cheaper 
food and clothing. Reducing the financial pressure in one area 
will release funds that can be used in others. It is probably 
more effective, however, to plan to concentrate work along these 
lines in certain directions, in order to assure that the neces¬ 
sarily limited resources available are used to best advantage; 

• y (1) to see that the most urgent needs are met, (2) to de¬ 
velop those areas most suitable for group as opposed to individu¬ 
al action, (3) to do what is politically most acceptable, and (4) 
to adopt those policies whose more distant economic repercussions 
seem most desirable. 


SUGGESTED FOR FURTHER READING 

Paul H. Douglas, Social Security in the United States. McGraw-Hill 
Book Company, 2nd edition, 1939. 

Social Security Board, Social Security Bulletin monthly; also 
Annual Reports. ~ 


Temporary National Economic Committee, Monograph No. 8, Toward 
More Housing, Government Printing Office, 1940. 



45. PROVIDING MINIMUM NEEDS 

THE SETriNG OF THE PROBLEM 

Provision of aid for the needy loomed for a decade as one of 
the nation's paramount problems. As this is written (April 1941) 
the huge defense program is eclipsing and to a great extent elimi¬ 
nating the relief problem as it was known in the thirties. Making 
and manning armaments on the present scale, however, is not gen¬ 
erally expected to be a permaraent feature of our economy. Defense 
brings a short-, not a long-run, solution of the problem of sup¬ 
plying human needs, and as defense activity declines and men are 
demobilized, unemployment may mount rapidly, conceivably to pro¬ 
portions exceeding those of 1932. To some extent, long-run solu¬ 
tions emerge from the Social Security program, for it reduces the 
severity of particular problems; as now established, however, it 
would hardly begin to meet the needs as they existed in the thir¬ 
ties. Although we can by no means be certain that our economy aft¬ 
er the defense boom will for many years operate about as it did 
in the late thirties, with millions unemployed, and other millions 
earning less than subsistence incomes, there is strong reason to 
believe that it may. This unpalatable fact receives belated and 
grudging recognition by some, is denied by others, and by still 
others forms the basis for an undue amount of fatalistic pessi¬ 
mism. We must face frankly the prospect of a persisting problem, 
and we should deal with it as something more than a political 
football or a problem in mechanics; it is a problem of human welfare. 

The United States, possessor of vast resources, has for 
years numbered its seriously needy in the tens of millions. Dur¬ 
ing the prosperous twenties millions existed on less than a rea¬ 
sonable physical minimum standard of living; serious need existed 
long before unemployment became serious. Millions more lived with¬ 
out reasonable hope of achieving an "American" standard of com¬ 
fort, or of accximulatlng sufficient savings to tide them over pe¬ 
riods of Illness or unemployment or to bring security for old age. 
Many others failed to make adequate provision for emergencies they 
could not foresee; debts were accumulated, or savings were inse¬ 
curely invested. Then misfortune came, shattering hopes, cutting 
off income, wiping out reserves. Tens of millions of Americans ex¬ 
perienced great want. 

The traditional American methods of meeting the problems of 
personal poverty have been (1) to let the individual and his fami¬ 
ly shift as best they can, ekeing out an existence on a level be¬ 
low a decent physical minimum or relying on savings, credit, or 
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assistance from relatives, (2) to provide charity, personal or 
organized, or (3) to give some assistance from the treasury of 
some unit of local government. Poverty was often regarded, occa¬ 
sionally with some Justification, as the fruit of the victim's 
own lack of energy, initiative, or thrift; assistance, it was 
felt, should be kept at the very minimum, hedged around with \ui- 
pleasant, humiliating requirements, in order to force the recipi¬ 
ent to exert himself to find work- - easy, generous aid would en¬ 
courage idleness. With such organization and attitudes America 
faced the depression, faced the urgent problem of aiding a fourth 
of the nation. 


MEETING NEEDS AT THE ONSET OF DEPRESSION 

For a time some whose incomes shrank or disappeared, assist¬ 
ed in part by a substantial decline in the cost of living, sup¬ 
ported themselves by economizing, drawing on savings, relying on 
credit and gifts, borrowing, and producing more for themselves. 

As a rule, however, resources quickly gave out. Resorting to the 
next line of defense, privately supported charity, they found the 
demands many times greater than the resources. Philanthropies, 
making desperate appeals for aid, found potential contributors 
with straitened incomes. Some persons, it is true, responded gen¬ 
erously, but others gave only meagerly. As the situation became 
intensified, no honest person could deny the Inadequacy of chari¬ 
ty. Sufficient private fxinds were simply not available. 

The only remaining hope was government aid. During two years 
of deepening depression Washington gave no help. The problem was 
left to the states and localities, principally the latter; relief 
was considered a local matter. Yet tax receipts had fallen more 
rapidly than expenses could be cut, adequate new sources of rev¬ 
enue were not legally or economically available, debt limits had 
been reached, and - a fundamental limitation - the communities 
with the greatest need were those whose sources of Income were 
most reduced. Some states assisted their local subdivisions, but 
in general the states faced the same limitations of resources. 
Some limitations, such as those on the size of the public debt 
and the level of tax rates, had been created by law and could have 
been changed by law; they were not immutable limits beyond the 
community's control. Others were political and social; agricultur¬ 
al or racial domination of state legislatures, for example, ac¬ 
counted for some of the reluctance to extend the maximum assist¬ 
ance possible to meet the needs of urban people or members of 
another race. Still other limitations stemmed from fundamental 
economic realities, such as the impossibility of collecting great- 
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er tax revenues from existing Incomes without intensifying the 
depression, discouraging or driving away business or wealth, or 
penalizing the poor. In practice, only federal assistance re¬ 
mained as a feasible alternative. Recognition of the need for such 
aid spread generally as the problem grew more serious with the 
passage of time, and as the failure of the traditional methods be¬ 
came steadily more apparent, and as there came to be unprecedented 
suffering despite "surpluses” and idle resources. In some circles 
sincere desire to alleviate human need seems to have been reen¬ 
forced by the fear of violence; reluctance to grant federal aid 
was gradually overcome. 


EARLY FEDERAL ACTION 

Before the New Deal . In July, 1932, with estimated unemploy¬ 
ment ranging above twelve million and steadily increasing. Con¬ 
gress (while making certain provisions for inci’eased public works) 
authorized the Reconstruction Finance Corporation to loan, (not 
to give, although later the loan was cancelled) the states $300 
million for relief. This averaged about $34 for each family on re¬ 
lief, and apparently was to last for an indefinite period. Obvi¬ 
ously it was little more than a drop in the bucket; the situation 
deteriorated progressively. 

The first of the New Deal steps . In 1933 the New Deal in¬ 
herited a problem of mammoth proportions without any administra¬ 
tive organization, any detailed plans, and with a budget deficit. 
By this time, however, an overwhelming majority had come to favor 
additional federal provision for the unemployed - but only as a 
temporary stop-gap. Few then felt the need for a permanent, long- 
run policy of federal relief. Make-shift solutions seemed suffi¬ 
cient. The failure to deal with relief as a persistent problem, 
one that might not disappear with very substantial recovery, and 
the failure to integrate relief policy with general economic poli¬ 
cy explain much of the dissatisfaction with the results of the 
different programs. Before analyzing the situation as it stood 
early in 1941, it seems best to explain very briefly what the fed¬ 
eral government did during the thirties to provide for its needy 
millions• 

The New Deal immediately set up the Federal Emergency Relief 
Administration with an initial appropriation of $250 million to be 
granted to the states, one dollar for each three dollars provided 
by the states, and another $250 million for states which could not 
match federal fxinds. Established at the same time was another re¬ 
lief organization, the one that probably has received least criti¬ 
cism, the Civilian Conservation Corps. Camps were set up for about 
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300,000 boys and young men between seventeen and twenty«three 
years of age from families on relief. Under army leadership, the 
men in the camps have been engaged primarily in conservation, re¬ 
clamation, and reforestation work and in study, especially voca¬ 
tional training. They receive $30 a month of which about $25 is 
sent home to the families. Enrollment is for six months, but re¬ 
newal is possible and frequently occurs. The life of the CCC has 
been extended to 1943; the present annual budget is about $300 
million. Enrollment reached a peak of 483,000 in September, 1936; 
on January 1, 1941 it stood at 246,000. 

- The _fiJA , As part of the NIRA the Public Works Administration 
was set up to supervise the construction of needed government (fed- 
state, and local) facilities, such as bridges, buildings, 
sewers, highways, utilities, and hospitals. Contracts were let 
and construction was done by private contractors; employment bore 
no close relation to need. Because of both the absence at first 
of any detailed program and of the insistence on careful planning 
and prevention of graft, actual work got \inder way very slowly; 
liquidation of the PWA was begun in 1937, but after the recession 
of that fall new funds were granted and the life of the organiza¬ 
tion extended to 1941, More than $4.2 billion of federal funds 
have been alloted, $830 million in the form of loans which prob¬ 
ably will be recovered. Since grants to states and localities oft¬ 
en were matched to a considerable extent, the total expenditure, 
$6.1 billion, attributable to the PWA exceeds the federal appro¬ 
priations. School buildings absorbed nearly twenty per cent of the 
total, streets and highways fifteen per cent. 

In general there has been an exceptionally high standard of 
honesty in expenditure, and the funds have made possible the crea¬ 
tion of extremely valuable public assets. The general objective 
has been not so much to give aid to those who most needed it as 
to "prime the pump," revive business. Increase the volume of mone¬ 
tary circulation. Much of the expenditure has obviously gone for 
materials rather than direct labor, and the proper measure of the 
employment directly attributable to PWA must include the "off-site" 
labor required in extracting, fabricating, and transporting the 
materials. More than 4.2 billion man-hours of on - and off-site 
employment have been provided directly. The average hourly rate 
of wages on PWA projects was fifty-six cents in the autiimn of 
1933, eighty-five cents at the end of 1938. 

The CWA. By November, 1933^ it was obvious that actual expendi¬ 
ture of rWA funds would be made only slowly, that the NIRA expan¬ 
sion of the late spring had reversed Itself, that if the pump was 
to be effectively primed, more expenditure was necessary, and that 
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the fundamental relief problem remained. The Civil Works Adminis¬ 
tration was then inaugurated to give immediate aid. Within five 
months it was employing more than 4.3 million persons, and at the 
end of eight months it was terminated after having spent almost 
$1 billion. A fairly high rate of wages was paid, and workers 
were not restricted to those who were on relief rolls or who 
could pass a means test. In many cases, private business could not 
compete with the wages and conditions offered on CWA, and many of 
the projects, hastily planned and of ephemeral value, received 
severe public cdndemnatlon. The FERA finally took over the responsi- 
billty and many of the projects; employment was then limited to 
persons on relief and remuneration was adjusted to the recipients’ 
need and the prevailing wage rates in the region. Criticism con¬ 
tinued, but generally satisfactory alternatives seemed unobtain¬ 
able and substantial business recovery failed to solve the prob¬ 
lems . 


FEDERAL POLICIES SJNCE 1935 

The WPA . In the summer of 1935, at President Roosevelt’s sug¬ 
gestion, a new basis for providing relief was established by Con¬ 
gress. State and local governments were to take care of needy un¬ 
employables (l.e., provide "relief") while the federal government 
through the Work Projects Administration was to provide work for 
needy employables. Between its inauguration and January, 1941, the 
WPA employed at some time or other more than 7.0 million individu¬ 
als; in November, 1938, there were more than 3.3 million employed 
at one time. Prior to January, 1941, it had spent approximately 
$10 billion, $7.6 billion of which was for labor. It had an im¬ 
pressive list of achievements to its credit: nearly 6,000 new 
school buildings and improvements to 28,000 others; 500,000 miles 
of roads and streets constructed or improved; 60,000 new bridges 
and viaducts; 5,000 new playgrounds and athletic fields; 200 hos¬ 
pitals; 1.8 million sanitary privies; 16,000 miles of new sewers; 
420 million lunches served to school children; 250 million gar¬ 
ments made for the needy; 50 million quarts of for'd preserved; 
450,000 acres of land reforested. During a two-week period in Jan¬ 
uary, 1940, 1.2 million persona attended naturalization, vocational 
training, art, nursery, and similar classes; 17,000 smallpox, dip- 
theria, and other inmunlzatlons were completed; 243,000 medical 
and dental examinations and treatments were made; 1.1 million per¬ 
sona attended 2,500 free musical performances. At WPA recreation 
projects during one apparently typical seven-day period in 1939 
there were 15.7 million hours of individual participation. The WPA 
has been widely criticized for its art, cultural, and educational 
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projects, yet such work can be as important for the community as 
essentially similar work done either privately or in public 
schools, or as work on bricks and mortar. 

Projects are initiated and sponsored by non-federal agencies, 
which bear a small part of the total cost - ordinarily the major 
portion of the expenditure for materials and supplies. Projects 
are first approved by local branches of the WPA and finally by 
the Washington headquarters. A "security" wage, varying according 
to the type and location of the community and the work done, but 
not according to the need of the family, is paid; the average in 
1940 was about $57 a month with a high of $95 and a low of $31. 

In New York City the 1940 minimum was $52, the maximum $95. Work¬ 
ers are taken only from local relief rolls, but once they are em¬ 
ployed they ordinarily are not subject to further investigation 
as to need. Only one member of a family may work at one time on 
1939, when appropriations were cut substantially, workers 
who had been on WPA rolls for more than eighteen months were 
forced, on scarcely any notice, to take at least a month's "vaca¬ 
tion" without pay and, after that, to requalify. At the same time 
the "prevailing wage" provision was dropped; skilled workers pre¬ 
viously had been paid at the hourly rate prevailing for the same 
type of work in private industry, but their "security wage" could 
be earned with fewer hours of work than was customary in private 
employment. A uniform working month of 130 hours prevailed in the 
spring of 1941. 

General relief . In practice Congress has not granted the WPA 
sufficient funds to care for all employables, and consequently the 
states and localities have been forced to provide relief for many 
who are by no means unemployable. The relief provided by states 
and localities has varied tremendously; in some cases demands have 
been overwhelming, while in others the community has been unwill- 
Ing to carry a burden that should not have been impossible to bear. 
In December. 1940, approximately 1.2 million families were dependent 
on general relief out of a total of 5.3 million families receiving 
all forms of public assistance (other than agricultural aid but 
Including old-age assistance). The standards on general relief are 
low indeed. In New York City the monthly allowance per family is 
$47; the national average is $25; the averages in Arkansas and 
Mississippi are $5.83 and $3.33 respectively. 

NYA . The National Youth Administration, established in June, 
1935, has assisted students in high schools, colleges, and uni¬ 
versities by providing funds for part time employment, with aver¬ 
age payments of about $4, $12, and $18 a month respectively. In 
addition youths from WPA families not in school are given various 
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types of employment to acquire different vocational experience 
and skills. By September, 1939, 219,000 so trained had been 
placed in private employment. In January, 1941, there were approxi¬ 
mately 900,000 recipients of NYA aid. 

Surplus food distribution. The federal government has also 
provided vast quantities of food from the Federal Surplus Commodi¬ 
ties Corporation through state welfare agencies to families on 
relief. The original unsystematic, haphazard procedure has now 
been generally replaced by the Food Order Stamp Plan by means of 
which surplus foods are distributed with some balance and regu¬ 
larity through grocery stores to families on relief and WPA. In 
January, 1941, more than 2.8 million families were receiving aid 
averaging about $6.60 monthly through the food-stamp system. 

Other assistance . Road building and reconstruction (in addi¬ 
tion to IVJA and WPA road work) have been expanded to provide em¬ 
ployment, the federal government matching funds provided by the 
states. Mention should also be made of certain other provisions, 
direct and indirect, for the relief of need, such as various grants 
by the Reconstruction Finance Corporation, Farm Security Adminis¬ 
tration, Resettlement Administration, relief given transients 
(from July, 1933 to the autumn of 1935), aid for self-help cooper¬ 
atives, the programs of the Tennessee Valley Authority, United 
States Housing Administration, and other agencies. 

THE PERSISTENCY OF UNEMPLOYMENT 

During the business advances of 1936-37 and of late 1939 when 
the indexes of production reached virtually the 1929 highs, unem¬ 
ployment remained in the millions, none of the estimates ever 
falling below five million and the average of the estimates, ex¬ 
cept for the very best months, hovering near ten million. Figures 
of unemployment, of course, leave much to be desired since they 
are estimates based on obviously Inadequate data and varying def¬ 
initions of "unemployment." But the general situation the figures 
describe is clear. When the defense program' began to get under 
way, employment in nonagrlcultural pursuits had increased seven 
million from the depression low and the volume of physical output 
was probably at an all-time high. Yet, though population had in¬ 
creased, employment was at least one million less than in 1929. 

As a result of this, many serious students concluded that the task 
of providing for the needy can no longer be considered merely tem¬ 
porary; tmder conditions paralleling those of the later thirties, 
substantial unemployment may well be at least semi-permanent, and 
the distortion of industry incident to the defense program pro¬ 
vides a basis for future mass unemployment. At present it seems that 
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of those who get jobs many will not earn enou^ to provide a rea¬ 
sonable standard of living for their families.^ 

What accoxmts for this persisting large-scale unemployment? 
Perhaps the most important single reason is the Increase in popu¬ 
lation. During the depression the annual average net increase in 
the population seeking employment was about 600,000; for some 
time this Increase will continue. A second reason has been the ad¬ 
vance in technology which makes possible the production of in¬ 
creased output with a smaller working force. The fall in prices 
that has accompanied this advance has not been adequate to stimu¬ 
late sales sufficiently to maintain employment at the original 
level. Another consideration, one about which there is some dis¬ 
agreement, is that as national income has increased savings, in¬ 
stead of being fully Invested, have in some part remained Idle 
checking further expansion long before full employment is reached. 
Expansion of national income can be expected to bring a sustained 
and proportionate expansion in employment only if savings either 
do not increase or are promptly invested in new capital or spent 
for non-perishable cons'umption goods. For this reason, it is not a 
foregone conclusion that even a substantial expansion in national 
Income will solve the problem of great and widespread human need; 
the increase in income, however, will make the burden easier to 
carry. 

Attempted solution of the relief problem can, of course, be 
continued (or resumed after the passing of the defense boom) in 
the temporary, unsystematic, uncoordinated fashion characteristic 
of so much of the last decade - though fortunately the lessons 
and experience will never be completely forgotten. Or serious at¬ 
tempts can be made to meet in the best fashion possible an unpala¬ 
table situation that for some time to come seems bound to persist 
or to recur frequently. To do so, however, will require intelli¬ 
gent, unprejudiced analysis of fundamental problems, frictions, 
and opportunities, a type of analysis too frequently missing in 
the past; ideal solutions are beyond our power, but substantial 
improvements are not. 

The chief important long-run provisions made to date are 
those of the Social Security programs discussed in the next chap¬ 
ter. It is still too early to make a definitive assessment of 
these contributions, but they clearly fail to provide anything ap* 

1. A man receiving seventy cents an hour (approximately the aver¬ 
age wage in manufacturing industry in April, 1941) must be em¬ 
ployed fifty weeks a year and forty hours a week to earn $1,400 a 
year. In 1937, a good year, sixty-one per cent of the 32 mlllioi^ 
workers covered by the Social Security Act earned less than $ 1 , 000 ; 
thirty-two per cent earned less than $400. 
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proaching a complete solution. And even the most effective schemes 
of relief are no substitute for full employment and relative gen¬ 
eral abundance. 


ISSUl-S AND E>ROBLl^MS Ol- RHLIEF 

Assistance standards and the market . One of the recurring 
basic problems to be faced in planning provision for the needy is 
the conflict, especially in the short run, between meeting the 
need and preventing or eliminating it. What may be done to meet 
certain needs decently and humanely, to provide what most reason¬ 
able people would agree every human being ought to have, may actu¬ 
ally tend to accentuate and perpetuate the need. 

If either the government or private charity attempts to pro¬ 
vide the needy a decent minimum of subsistence, the provision will 
frequently exceed that which the recipients could secure by accept¬ 
ing employment in the labor-market. Perhaps the wage standards in 
some industries are lower than they "ought" to be, and competition 
by the government may provide a healthy stimulus. But the maximum 
net contribution or productivity of many Individuals - especially 
the youngest and the oldest workers, the unskilled and the unedu¬ 
cated, the weak, the sick, and the shiftless - may simply not 
equal a decent minimum of subsistence for the workers and their 
dependents. In many cases these workers can be employed only in 
Industries in which the value of their product is very low. No 
one knows the number of such individuals, but it is not insignifi¬ 
cant . 

This problem exists whether relief is granted directly or as 
work relief through the WPA. This Is more than a question of will¬ 
ingness to work; it is a basic problem of poverty. If the govern¬ 
ment assures persons whose productivity is at or below the margin 
determined by the market sufficient direct relief or work relief 
to provide a decent minimum standard of living, they would be Ill- 
advised either to search for or to accept normal industrial em¬ 
ployment. Many observers believe that, low as standards of direct 
relief and work relief have been, they have at times been suffi¬ 
ciently high to discourage the recipients from seriously seeking 
private employment. 

Probably the more important aspect of the problem facing the 
individual with a choice of either relief or employment in private 
Industry has been not the relative hourly or weekly incomes, but 
the greater permanence of relief. The answer to this problem would 
seem to be not so much either lowering relief standards or accen¬ 
tuating an already torturing insecurity as (1) continuing partial 
aid where necessary even after a person secures employment, and 



316 


THE STATE AS PROVIDER 


(2) at the same time making it easier for these submarginal and 
marginal groups to return to the relief rolls when private employ¬ 
ment ends. In some cases where productivity is low, the market 
may be able to offer the prospect of a sufficient income if a 
longer work week is permitted. Another possible measxire, one de¬ 
serving more consideration than it has yet received, would be to 
grant some subsidy to private enterprises to expand employment. 

A given volume of funds available for aid might produce far great¬ 
er results to wages and employment if used as wage subsidies than 
if used for relief. Subsidy should probably be made contingent up¬ 
on profit limitation and, in some cases, on price reductions. The 
method bristles with problems and may even be impracticable, but 
it may quite possibly suggest the least expensive method of pro¬ 
viding for the groups with lowest productivity. 

Despite some allegations, direct-relief and work-relief 
standards do not seem to have been high enough in general to jus¬ 
tify serious concern that they act as deterrents to private em¬ 
ployment.^ Individual cases can, of course, be cited; often they 
hinge upon the relative certainty of relief payments as contrasted 
with the instability of much private employment. Generally, one 
person's rejection of a job is countered by another's acceptance. 
Frequently the reason for job refusal seems to have been lack of 
training or of physical strength requisite for the position. Pri¬ 
vate industry, with some exceptions, has had difficulty in find¬ 
ing workers not so much because of the height of relief standards 
as because of the scarcity of workers with proper qualifications 
and the Inadequate organization of the employment exchanges. Yst 
a problem does exist; it is one reason that opinion in general 
favors work relief over direct relief. The best safeguard would 
seem to be not further reduction of standards (especially in view 
of the dependence of others, notably children, on the receipts) 
but the requirement where necessary of more work for a given al¬ 
lowance. This might lead to reduction in the hourly rate of pay, 
but maintenance and, where possible, expansion, of yearly payments* 

Such a policy should reinforce incentives to find work in private 
Industry. 


SOME IMPLICATIONS OF RELIEF POLICY 

Relief vs . recovery . Recognizing that recovery would reduce 
the need for relief, the New Deal to some extent - and the Hoover 
administration almost exclusively - attempted to meet the problem 

1. To some extent the relative "security wages" in different re¬ 
gions are determined by Congressional dictate, and it may be that 
the issue arises more frequently in some areas than in others. 
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of material need by stimulating recovery. The merits of such an 
objective are obvious, but there are at least three dangers. 

(1) To a considerable extent the beneficiaries of recovery may 

not be the most needy. Much of the additional employment (and 
hence income) may go to those already employed either as 
overtime pay or as more continuous work. If one assumes, as 
there is strong justification for doing, that private employ¬ 
ers discharge the most productive workers last and hire them 
back first, then there is good reason to believe that they, 
and not necessarily the most needy, will be the first to ben¬ 
efit from recovery. Furthermore, the benefits of recovery ex¬ 
tend to the more prosperous classes, the owners of capital, 
in the form of higher profits (or smaller losses) and more 
adequate preservation of investment (depreciation allowances). 

(2) What is Intended to be (and is justified as) a recovery mea¬ 
sure may not materialize, or it may benefit one group at the 
expense of another - more necessitous - group. The Smoot- 
Hawley tariff can be cited as an example of the former out¬ 
come, the price-raising policies of the AAA and the NRA as 
examples of the latter. 

(3) The resources either politically or economically available 
for relief are limited; therefore, if they are used for re¬ 
covery, they may serve to accomplish less than if they were 
applied to meeting needs directly. 

None of these considerations is fundamental, but In practice 
each is important. To the confusion of relief and recovery, both 
as to means and as to ends, can be attributed some of the apparent 
failure to achieve either one during the thirties or to formulate 
an adequate, permanent policy for relief. In 1941 a great deal of 
need persisted despite a large measure of recovery. The fact of 
recovery may even have dulled the community’s appreciation of the 
seriousness of the continuing problem. From the political point of 
view, solution is made even more difficult. Policies intended to 
provide relief have in some cases been Justified and accepted be¬ 
cause they were expected to produce recovery; if recovery either 
has or has not been achieved, an argument for terminating the pro¬ 
gram can be framed without regard to the relief aspects. Obvious¬ 
ly, however, we should search for that policy of providing relief 
which la most consistent with, or helpful to, those policies 
adopted to stimulate recovery - balanced or unbalanced budgets, 
tax changes, public Investment, price policies, etc. 

Relief and deficits. The arguments for and against deficit 
spending appear in Chapter 44 and need no repetition here. Perti¬ 
nent, however, la the fact that although outlays for relief pro- 
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vide one of the major explanations for Increases in expenditures 
(which partially explain the deficits), provision of adequate re¬ 
lief need not be contingent upon deficit spending. Nevertheless, 
it is highly probable that when the federal budget is balanced re¬ 
lief appropriations will be cut. The worst needs could be satis¬ 
factorily met without any great amount of recovery by drastic re¬ 
distribution of income and consumption, but this seems a very im¬ 
probable expedient in the near future. 

The place of private charity . How should the responsibility 
for providing relief be shared between government agencies and 
private charities? The resources of private charities almost in¬ 
evitably will remain grossly inadequate, yet these agencies have 
a role of great strategic Importance in our society. Today their 
place in most communities is not so much to provide for basic 
needs as (1) to provide for the unusual and exceptional needs of 
individual cases which a formal government agency with its neces¬ 
sary rules and checks is ill adapted to satisfy and (2) to pioneer 
in new fields oi' human service. Private charities can, for ex¬ 
ample, continue to provide the skilled, individual case-work re¬ 
quired in dealing with emotional problems, which are often no 
less important than economic. 

Federal , state , and local responsibility. How shall the re¬ 
sponsibility of the various governmental bodies for meeting basic 
needs be shared? States and localities were unable to meet the 
situation existing In the early years of the depression, and 
there is little reason to believe that they are substantially bet¬ 
ter able or more willing to shoulder the entire burden today. 
Their burden in the late thirties, ostensibly that of carrying 
the unemployables, was practically that of carrying in addition 
many who were able and willing to work but for whom WPA had no 
fundsThey still face the difficulty of raising adequate funds 
except by the use of some of the least desirable forms of taxes. 

In general the old rule holds - the greater the need, the less the 
community's ability to meet it. It was pointed out above that some 
state legislatures are still unwilling to vote adequate funds for 
urban regions or for certain racial groups. Yet administration by 
local agencies does offer the attractive possibility of wiser 
adaptation of benefit to need, greater flexibility and economy, 
more community pressure to prevent malingering, etc.; the dangers 
are parsimony, amateur and unimaginative execution, and probably 
greater risk of graft and corruption. 


1. Cessation of WPA expenditures would not only increase the local 
burden but also decrease the Income of the most needy communities 
and hence their ability to provide. 
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One serious charge against federal administration has been 
that it has used its control of relief to further the political 
ends of the dominant party. The evidence produced has failed to 
substantiate all the charges, but there have undoubtedly been 
abuses. There are obviously dangerous potentialities. What is not 
clear, however, is how turning relief back to the states and lo¬ 
calities would remedy the situation, except that, since the "out" 
party will ordinarily control some states, neither party will get 
all the benefit. In fact the abuses have been associated more oft¬ 
en with state than with national politics. There is little evi¬ 
dence that state politics and administration are more honest or 
efficient than federal. Turning relief back to the states would 
probably do less to remove it from politics than would placing 
its administration, to the extent that permanent organization is 
necessary, under the merit system of the civil service, federal 
or state. 

The allocation of the obligation of providing relief should 
be part of a general reconsideration of federal-state-local obli¬ 
gations and financial arrangements. There can be little doubt that 
if reasonably decent provision is to be made for the needy during 
periods of substantial unemployment, contributions from the fed¬ 
eral government are indispensable; for best results at least a 
measure of federal supervision also seems essential. 

Work relief vs direct relief . Another major problem arises 
in trying to determine how funds may be used to greatest advantage. 
All too frequently the policy chosen seems to have been penny wise 
and pound foolish. To some extent the responsibility must be 
placed upon the peculiar nature of public bookkeeping, which takes 
no account of the government's assets while focusing attention up¬ 
on its liabilities; it sometimes seems that the public prefers to 
spend $10 and get no permanent asset than to spend $16 and get an 
asset worth $12 or $20. Another reason for the policy may have 
been that the primary emphasis has been placed on expenditure as 
such ("to get new money in circulation") rather than on what the 
expenditure is for. An even more important reason, however, has 
been the inability to spend large sums wisely and quickly. The 
pressure to alleviate human need called above all else for speed, 
but the careful planning necessary to spend funds on permanent as¬ 
sets requires months and years. The lack of well-formulated plana 
at the beginning of the depression and the reluctance later to ad¬ 
mit the necessity of planning on the assximption that unemployment 
might persist must bear much of the responsibility for the failure 
to get as much as possible for expenditure. 

In general the public seems to feel that able-bodied persons 
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should work for what they get - morale is maintained, skills are 
not lost, and the public gets something for its money in addition 
to the maintenance of a human being and his dependents. 

The WPA is designed to give aid by giving jobs rather than 
a dole. Some of the difficulties of successful operation of a 
work relief program must be mentioned. 

(1) Almost all useful projects Involve expenditure for materials 
as well as for labor; therefore, for any given relief expen¬ 
diture, direct relief will give a larger amount of immediate 
assistance where it is most needed than will work relief. 

(2) It may be difficult to find projects with the same geographi¬ 
cal distribution as unemployment; streets and highways and 
school buildings, however, will ordinarily qualify, and - 
partly because of their universal distribution - they have 
constituted one of the chief objects of expenditure. 

(3) Nearly any project of more than nominal value will require 
skilled labor, technicians, and engineers, who may not be in 
need of relief; this consideration should certainly not be 
controlling, but its solution raises such difficult problems 
as the relative rates of remuneration of skilled and un¬ 
skilled, and of needy and non-needy workers. The WPA's 
achievements could probably have been greater than they have, 
if it had not been for the limitation of employees to per¬ 
sons on relief and for the lack of federal funds for materi¬ 
als; projects of the greatest potential value have sometimes 
been passed by for many other projects of less obvious merit. 

(4) Many of the persona most in need are the least competent, 

_^._e_., those whose productivity is on the average low. 

(5) Promising projects are sometimes rejected because of their 
potential competition with private business; housing is some¬ 
times an example. 

The community probably could have obtained more for its out¬ 
lays without sacrificing the benefits of relief had somewhat larger 
grants for materials and for technicians been made. As plans are 
drawn for the future it seems desirable 'to lean more heavily on 
public works, to increase initial expenditures in order to secure 
substantially larger ultimate returns. To do so, continued improve¬ 
ment must be sought in the important area of administration. 

ADMINISTRATION OF RELIEF 

Organization . The success of a relief program will obviously 
depend upon the honesty, competency,and economy of its administra¬ 
tion. The United States entered the depression with many large 
areas in which there were no professional social-work or public- 
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welfare organizations, while there were many others in which 
staffs were inadequate or lacked the independence necessary for 
best results. There was no comprehensive plan. Yet a tremendous 
task had to be performed - and quickly. Ad hoc arrangements were 
made. The public refused to admit that relief might be a persist¬ 
ing problem; it repeatedly postponed setting up adequate staffs. 
The unwillingness to appropriate adequate funds for temporary 
staffs and the shortage of professionally competent personnel fur¬ 
ther complicated the problem. In some cases the desire to keep re¬ 
lief administration under political control impeded progress. 

Relief appropriations have frequently limited the amounts to 
be spent for administration; presumably the lawmakers have been 
motivated by a commendable desire for economy. Yet the result has 
been that the staff members directly in touch with families on re¬ 
lief have had case-loads so far in excess of what they could ef¬ 
ficiently carry that it was physically impossible to Investigate 
adequately and continuously, to say nothing of doing the more ad¬ 
vanced case-work which some relief families badly need. Waste, 
abuse, neglect, and even graft are the frequent results of such 
parsimony. For example, once the local relief agencies have certi¬ 
fied families to the WPA, the case-work ordinarily ends, for WPA 
makes no investigation; if other members of the family secure 
work or if the worker himself secures part-time employment, the 
WPA organization will have no way of discovering the change. Com¬ 
petent case-work requires special ability and professional train¬ 
ing, for which adequate salary, satisfactory working conditions, 
and reasonable security in employment must be offered. 

As suggested earlier, much dissatisfaction with relief has 
resulted from the connections that its allocation and administra¬ 
tion have sometimes had with the less desirable aspects of poli¬ 
tics. It was only political pressure that finally moved govern¬ 
mental bodies to grant relief In the first place, and apparently 
the continued pressure of state and local officials has been neces¬ 
sary to prevent Congress from making greater cuts than it has to 
date. Relief cannot be completely divorced from politics. The ex¬ 
istence of tremendous sums to be spent has produced intense compe¬ 
tition to secure it for partlcxilar regions, particular projects, 
and particular persons. It has been charged that allocations have 
been made on the basis not of the good they will do, but of their 
political effect. Many of the detailed charges have been that ex¬ 
penditures are increased before elections, are given to the states 
or localities where votes are most needed, and are given In return 
for promises to vote. The extent of the abuses has not been pub¬ 
licly determined, but it is clear that a serious and difficult 
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problem exists# Some discretion is necessary. Costs of living vary 
so that payments that are adequate for one region or type of com¬ 
munity are quite inadequate for another. Some communities suffer 
far more at some times than at others so that the use of simple 
and fixed foinnulae for allocating federal funds to areas cannot be 
expected to bring best results. The assignment of persons to work- 
relief jobs and the awarding of special funds for special needs 
inevitably calls for discretion and for special attention to indi¬ 
vidual cases, opening the way for favoritism on the one hand and 
flexible adaptation of benefit to need on the other. The best so¬ 
lution of both broad, general problems and small, personal prob¬ 
lems requires a measure of discretion and latitude of administra¬ 
tive judgment. Therefore, since a large relief problem is likely 
to persist for some time at least, basic improvements in adminis¬ 
trative organization are called for in many areas. One example of 
Improvement is the stamp plan for distributing surplus foods. The 
extension in some places of the merit system to the basic relief 
organization is another step forward. The planning of public works 
is another. 

Other administrative problems. Some miscellaneous and impor¬ 
tant problems associated with the administration of relief deserve 
mention although full discussion here is impossible. In some areas 
the relief allowance has often been inadequate to cover rent fully 
or consistently; either human considerations or legal provisions 
have restricted landlords from evicting families when rent is not 
paid. Consequently, an undue portion of the true cost of relief 
has sometimes been placed on certain landlords. Another question 
is whether relief should be granted in goods directly - to assure 
that the funds are used to good advantage - or in money. The best 
solution would probably be to adjust the method of distribution 
to the needs of each family. Those with capable and responsible 
heads should be given the opportunity to manage their affairs to 
suit their tastes to the extent possible on the very limited re¬ 
lief allowances, but those families which in practice are known to 
use funds unwisely may reasonably be deprived of the liberty. In 
many states no adequate provision is made for persons who are not 
citizens of the particular state, and because of residence requir®" 
ments - often as much as two or three years - itinerants seldom 
receive even meager relief. Another question is whether adults on 
relief are to be deprived of the right to vote; states have th© 
constitutional power to withdraw the franchise. But to do so seoro® 
antagonistic to fundamental tenets of democracy, even though the 
argument is made that persons on relief should not have a voice in 
determining the amo\mt or th© administration of relief. 
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THl- RHLIHF PROBLEM OF THE FUTirRE 
The defense program will remove the bulk of unemployment, 
will raise the nation's money income, and probably will increase 
its real income as well. Serious needs will continue, but this 
country should have little difficulty in providing for such needs 
on the scale that has prevailed in the past. But, thoxigh it is im¬ 
possible to forecast the future with certainty. It seems inevita¬ 
ble that the passing of the defense boom, possibly accompanied by 
reduction in the size of the armed forces, will leave millions of 
people unemployed. 

It is beyond the province of this chapter to attempt an out¬ 
line of a program for meeting such a situation, but some sxigges- 
tions can be offered. The experience of the thirties should be 
made to serve us well in meeting the new problem. The delay, con¬ 
fusion, needless suffering, and all the other mistakes and wastes 
of the early thirties can be avoided. To enter a new crisis with¬ 
out being vastly better prepared than we were in 1932 or 1935 
would be an error that could hardly be justified. The strategic 
importance of acting promptly and the vital necessity of matxired 
plans and established organizations for prompt, effective action 
have been demonstrated clearly in the last decade. Therefore, 
even though the work of the WPA, NYA, USHA, CCC, PSA, and other 
relief agencies is drastically curtailed during the boom, it 
seems highly desirable to maintain their organization and adminis¬ 
trative machinery, at least in skeleton form, so that when the 
need arises again the nation will be able to swing into effective 
action within weeks rather than months or years. 

Improvement in organization can continue; shifting of person¬ 
nel and reallocation of functions may be accomplished with relative 
ease when the pressures are relaxed. Reconsideration and further 
study of the various problems of relief should go on, and the as¬ 
sessment of the work of the past should help in formulating the 
most effective programs for the future. But liquidation of the ba¬ 
sic administrative staffs of the agencies that have proved of 
greatest value would add Inmensely and needlessly to the difficul¬ 
ties that will almost inevitably arise. 

Plans for projects should be formulated and kept up to date. 

A backlog of completely planned iniblic works - of which housing 
might constitute the chief element - should be ready for prompt 
action. While employment Is high, the unemployment Insurance fxmds 
should accumulate large reserves for benefit payments. Plans should 
be made for prompt conversion of plant from armament to peacetime 
production, and every Inducement possible should be given to busi¬ 
ness policies that would serve to promote maximum output. As time 
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passes it should be possible to estimate roughly the prospective 
post-defense requirements for private Investment, such as replace¬ 
ment of outworn eq\ilpment. 

Intelligent planning followed by prompt, vigorous action 
should make it possible to move from the defense boom to a period 
of reasonably full employment and prosperity that is not based on 
armament expenditure. On the other hand there can develop a dis¬ 
tortion of our economic structure with even more painful conse¬ 
quences than those of 1932. Yet such an outcome seems quite unnec¬ 
essary if we utilize the experience of the last decade and plan 
intelligently for what we fear may be ahead. If we had been able 
in 1929 to draw on the knowledge now available, the thirties could 
Indeed have been vastly different. We have the experience, the 
facilities, and the resources to put ourselves in a relatively 
strong basic position to meet the problems of the future, or, bet¬ 
ter still, to avert at least some of the problems by taking thought 


now# 


46. SOCIAL SECURITY 

THE OBJECTIVE AND THE METHOD 

Impelled Py various economic and political considerations, 
the leading industrial nations of Europe undertook, during the 
nineteenth century, to provide through the agency of government 
a minimum standard of economic security for large sections of the 
working population exposed to the insecurities of the market. In 
the United States the need for such action was less apparent and 
in a sense less urgent. For a long time the "socialistic" aspects 
of organized planning made any program of governmental economic 
action anathema to a society developed on individualistic lines. 
Yet the market system evolved no method of meeting certain social 
needs, foremost among which was the provision of a standard mini- 
m\im of security to persons peculiarly subject to economic distress. 
The depression of the thirties, however, dramatized the need for 
action; the problem took on the aspects of a national emergency 
and could no longer be avoided. Vigorous New-Deal leadership, aid¬ 
ed by public pressure, succeeded in capitalizing on the existing 
situation, and in 1935 the Social Security Act was passed. 

The measure does not place upon the government the entire 
burden of providing for certain basic needs. Direct provision 
from the public treasury would Involve tremendous outlays; but 
such huge demands on the taxpayer seemed to be unnecessary. If ap¬ 
propriate steps were taken, at least part of the cost could be 
placed upon the prospective beneficiaries. As will be explained 
below, this is to a considerable extent what the Social Security 
Act was designed to do. The magnitude of the undertaking is diffi¬ 
cult to comprehend; as yet results cannot be assessed except ten¬ 
tatively, especially in view of the fact that Important changes 
were made as recently as 1939. It seems certain, however, that 
the program will develop into one of the most important in our re¬ 
cent economic history. 

The act established two major programs to provide partially 
for the economic need arising out of (1) old age, and (2) invol¬ 
untary unemployment;^ it also made some provision for dealing with 
other more limited, though no less important, phases of economic 
Insecurity. The description and discussion which follow will be 
baaed on the act as amended in 1939. Further changes can and prob¬ 
ably will be made - the law as it stands is not perfect, nor la it 
final. 

1. Special provisions, which follow the general outlines of the 
program described here,are separately made for railroad employees. 
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OLD AGE INSURANCE 

The Old-Age and Survivor’s Insurance prograin Is administered 
solely by the federal government. It covers employees of firms 
hiring eight or more persons with certain major exceptions - work¬ 
ers in agriculture, domestic servants, workers in governmental 
and non-profit organizations, casual labor, newsboys under 18, and 
a few others. Every three months every employer of insured work¬ 
ers must remit to the federal treasury taxes based on the wages 
paid to such employeesj one per cent is deducted from the wages 
of all insured persons earning $3,000 a year or less and a similar 
tax is Imposed on the employer. Beginning in 1943, the rate on 
each will increase to two per cent; in both 1946 and 1949 it will 
rise an additional one-half per cent, reaching a total rate of 
three per cent levied on both employer and employee. Each ’covered' 
worker is assigned a number, and a record is kept of all payments 
made on his account. 

Insured persons reaching sixty-five years of age become eli¬ 
gible for old-age benefits if they have earned $50 in covered em¬ 
ployment in each of forty quarters (ten years) after 1936, except 
that persons reaching sixty-five before 1946 need fewer quarters 
of coverage. The benefit, payable for life, is determined accord¬ 
ing to a formula based on covered earnings and length of coverage* 
First the average monthly wage during the period of coverage is 
computed. The resulting benefit is then (a) forty per cent of the 
first $50 of the average monthly wage ($20) plus (b) ten per cent 
of the next $200 (a maximum of $20) plus (c) one per cent of the 
sura of (a) and (b) for each year in which the worker earned more 
than $200. In addition, he receives for his wife if she is over 
65 and for each dependent unmarried child under 16 (or if the 
child is attending school) a sum equal to one-half of his benefit. 
No benefits are paid to or for any person who is employed and 
earning more than $15 a month in covered employment. The minimum 
monthly benefit Is $10, while the maxlimim paid to a family amounts 
to $85. 

A single man with twenty years of coverage at an average 
monthly wage of $100 would receive $30, a married man $45; forty 
years coverage at the same rate would yield $35 to a single indi¬ 
vidual and $52.50 to a married couple. If a single person's aver¬ 
age monthly wage for forty years had been $250 his monthly benefit 
would amount to $56. Benefits in the lower ranges of wages and 
length of employment are more generous relative to the worker's 
contributions than in the upper ranges. Monthly benefits are pro¬ 
vided to (a) widows who are over sixty-five or who have dependent 
children and (b) dependent parents or unmarried chlldi*en. Some 
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survivors receive three-quarters, others one-half the standard 
benefit due the decedent. Covered workers who cannot qualify for 
benefits receive a lump-sum payment. 

There are other relatively unimportant provisions regarding 
benefits. No person is compelled to retire at the age of sixty- 
five. Benefits are paid regardless of the recipients’ other finan¬ 
cial resources, such as savings or income from investments or an¬ 
nuities; but - as was pointed out above- no benefit is allowed to 
anyone earning over $15 a month in covered employment. This excep¬ 
tion la open to criticism; the benefit received may be insuffi¬ 
cient to provide for basic needs, and attempts to supplement it 
should hardly result in its loss when the supplement is only $15 
a month. A widow with dependent children faces the loss of her 
benefit if she attempts to add to it only fifty cents a day. 

The administration of this portion of the act involves keep¬ 
ing about fifty million individual records, a mammoth task, and 
one which many predicted could not be carried out successfully. 
However, the record-keeping is highly mechanized, centralized, and 
not unduly expensive. Results to date have been most encouraging. 
No investigation of the worker's economic condition is necessary; 
some difficulties have arisen, however, in determining age where 
birth records are not available, as is frequently the case with 
persons now reaching 65. Some administrative cost falls upon em¬ 
ployers, who must file returns which often require extra bookkeep¬ 
ing and computation. The employers' task is on the whole less 
onerous today than it was when the law first went into effect, es¬ 
pecially for firms that have installed mechanical systems for ac¬ 
counting and reporting. 

CRITICISMS OF OLD-AGE PROVISIONS 

Little objection has been raised to the basic purpose of the 
act - making some financial provision for old age - but certain 
features have occasioned considerable criticism. The exclusion 
from coverage of large groups of low-income workers is considered 
by many a serious defect. The primary difficulty of extending cov¬ 
erage is the administrative burden involved. Securing wage reports 
and tax receipts from several million farmers and from firms and 
households with fewer than eight employees would be extremely dif¬ 
ficult. The compulsory nature of the program elicited some criti¬ 
cism from persons preferring to maintain the principle of self- 
reliance in providing for economic needs, which long has been the 
traditional American attitude. 

No careful student of the matter can deny, however, that mil¬ 
lions of people, if left to their own resources, would be unable 
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to make any systematic provision for old age, because the inade¬ 
quacy of their incomes makes it difficult and often impossible to 
save any substantial amount. Increasing urbanization has made it 
more difficult for older members of the family to contribute to 
its income by useful labor in the home or on the farm. Then too, 
the average family today has fewer children than it did a genera¬ 
tion ago - consequently there are fewer earners to support retired 
parents. The social security program is not inconsistent with pri¬ 
vate pension schemes; from the employee’s point of view it even 
has definite advantages. Continuous employment by the same firm 
is not a requisite for receiving benefits nor determinative of 
their amount; the employee’s right to benefit payments is not de¬ 
stroyed by termination of employment by any given firm because of 
dismissal, acceptance of a more attractive position elsewhere, or 
the employer's Insolvency. 

More serious criticism has been directed against the methods 
of financing the program. In the first place, the payroll tax 
levied to secure funds for both old-age and unemployment benefit 
payments (the latter to be discussed below), has been deplored, 
primarily for two reasons. The first is that most of the employees 
covered by the program earn such low incomes that any deductions 
therefrom must result in some sacrifice of the necessities of life 
to the detriment of the general social welfare. It is possible 
that, in some cases, even the employer’s share of the tax burden 
may be shifted to the worker in those sections of industry where 
the competition for Jobs is especially severe. The second is that 
a tax on payrolls is one that can be escaped by reducing employ¬ 
ment, primarily by substituting capital for labor. Those products 
requiring relatively little labor will be less affected than those 
requiring a large amount. 

The tax in many cases will be a cost which must be covered by 
the selling price, and an Increase in price may reduce the quanti¬ 
ty of sales and hence the volume of employment. A tax rate of one 
or two per cent may have little effect on employment, but eventu¬ 
ally the tax on the employer will total six per cent (in addition 
the tax on the worker will be three per cent), a large enouigh fig¬ 
ure to warrant serious consideration of its effects. When unem¬ 
ployment looms as a major social problem, the effect of a tax on 
payrolls may be too aggravate the situation. This form of taxa¬ 
tion was chosen as a means of adjusting cost and benefit on what 
seemed an ethically satisfactory and politically feasible ba¬ 
sis, and also because more desirable alternatives did not seem 
available. Yet the possible disturbing effects of the payroll tax 
are sufficient to warrant serious consideration of its replacement. 
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in part at least, by some alternative (presumably higher income 
and estate taxes) even though the result be a less satisfactory 
balance between benefit and sacrifice. It seems highly improba¬ 
ble, however, that the payroll tax will be reduced during the de¬ 
fense crisis. Much can even be said for Increasing the rate dur¬ 
ing this period when unemployment has once been virtually elimi¬ 
nated. 

The second serious criticism of financing methods concerns 
the creation of a large reserve, originally estimated to reach 
about $47 billions. The benefits that will fall due in the future 
will obviously reach far higher totals than those paid at the 
start; as time passes more workers will qualify, and, because of 
the longer average period of coverage, their average benefit will 
be greater. Unless more is collected in the early years than is 
required for the relatively small total of benefits then due, an 
insufferably high tax will be necessary to carry the Increased 
burden in the future; furthermore, if workers are to benefit ac¬ 
cording to their contributions, they must make provision in the 
years when they are employed. Consequently, for some time to come 
the payments into the fund will exceed the disbursements In the 
form of benefit payments. The accumulation of reserve that Is now 
planned contemplates one much smaller than was aimed at in the 
original act. On January 1, 1941, the reserve fund contained $2 
billion. The funds of the reserve are assets which earn interest. 
As time passes, benefits paid out will increase, and finally they 
will exceed the sums being received as taxes, but the interest on 
the accumulation is expected to make up most of the difference, so 
that only a modest charge on the Treasury’s general revenues will 
be necessary. The capital of the fxmd is to remain Intact, invest¬ 
ed in United States Government bonds or guaranteed obligations, 
with no fixed rate of Interest being specified. 

The reserve fund has been condemned as deflationary; it with¬ 
draws from circulation a large volume of purchasing power which 
otherwise would have been used to buy consumers goods - most of 
the tax is deducted from the wages of workers with low Incomes - 
and accumulates it in a huge capital fund which will never be en¬ 
tirely paid out again. Just when an increase in the volume of con¬ 
sumer purchasing power and a relative decrease in the proportion 
of the national Income which is saved seem to be important social 
objectives, this huge forced-saving scheme may appear unwise. This 
phase of the program exerts a depressing effect on market activi¬ 
ty and for that reason deserves serious consideration. So long, 
however, as defense expenditures lead to large deficits, the growth 
of the reserve will probably cause little anxiety and may in fact 
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constitute a welcome method of accumulating savings and checking 
inflation. Alternative methods of providing for the greater needs 
of the future are not readily apparent unless more of the cost is 
to be thrown on the general taxpayer. A direct charge on the tax¬ 
payer could be made, or it would be possible to use some indirect 
device such as an increase in the rate of interest payable on 
that portion of the government debt held by the reserve account. 
If, for example. Congress were to provide that the bonds given by 
the Treasury to the fund in return for the annual excess of re¬ 
ceipts over benefits were to bear six rather than, perhaps, three 
per cent interest, the capital sum needed to secure a given annual 
Income would be cut in half and the extra cost shifted to the tax¬ 
payers . 

Another feature of the reserve fund that has been singled 
out for criticism is the fact that the funds collected in taxes 
have been used for current public expenditures, the reserve ac¬ 
count receiving only the I.O.U.’s of the government. If the fact 
that current returns from the social security taxes exceed bene¬ 
fit payments encourages Congress to authorize more spending than 
it otherwise would because of the ease of borrowing from the re¬ 
serve fund, there may be some reason to fear that no economic as¬ 
set is being accumulated to sustain future costs. Consequently, 
one might suspect that future charges would either be thrown onto 
taxpayers or the promise of future benefits repudiated. To date, 
however, this criticism has probably not been justified. Were it 
not for the social security tax collections and their use to pur¬ 
chase government obligations for the reserve account. Congression¬ 
al appropriations, which would probably not have been much smaller, 
could have been financed only by greater sales of government 
debt to the public. It is immaterial to taxpayers whether they 
are paying interest on debt to private owners or to the social- 
security reserve account. The plan does not contemplate that the 
debt will be retired, so there need be no burden on taxpayers for 
debt redemption. Whether there is being created a true economic 
reserve, one which assures a sufficiently greater productive ca¬ 
pacity to carry the increased economic burden of the future, re¬ 
mains a question of very great significance, the answers to which 
are highly conjectural. Conceivably, the present program has de¬ 
pressed the economy and prevented rather than furthered any real 
expansion of economic productive capacity. 

Several other minor criticisms reduce essentially to the 
view that since the program is subject to political manipulation, 
being the creature of Congress, it can give no reliable assurance 
of future security - which means that either the insured or the 
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taxpayers are to be imposed upon. The existence of this danger 
cannot be denied. The basic safeguard is political caution, aware¬ 
ness, and honesty. 

Only time will prove the merits and deficiencies of the old- 
age benefit program; revisions and alterations should be made 
whenever careful and deliberate study indicate them to be desir¬ 
able. Old-age is a contingency which can be insured against, yet 
one for which millions cannot or will not make provision without 
some form of governmental compulsion and assistance. No legiti¬ 
mate quarrel can be raised with the basic objectives of the pro¬ 
gram; it is obviously a long stride forward. 

UNEMPLOYMENT COMPENSATION 

In addition to the program outlined above the Social Securi¬ 
ty Act also provides for federal cooperation with the states in 
providing unemployment compensation. A federal payroll tax of 
three per cent (except in the case of annual wages in excess of 
$3,000 per employee) is levied on all employers of eight or more 
persons with the same important exceptions as apply to the old- 
age benefit program. However, up to ninety per cent of this tax 
may be deducted as credit granted by the federal government for 
payments of state tax made to approved state unemployment funds. 
This crediting device constitutes an effective method of federal 
compulsion on the states to set up imemployment compensation 
schemes; no state falling to do so can give its employers a com- 
oetltive advantage over employers of those states with compen¬ 
sation programs, for (with some exceptions) the total tax, feder¬ 
al and state, is the seime in all states. Yet no benefits are paid 
from the federal collections; payments are made only from state 
funds. If a state institutes no such program, its employers must 
still pay the tax, but its citizens receive no benefits. Conse¬ 
quently, all states have initiated unemployment benefit programs. 

To qualify for the credit the state program must meet certain 
standards set up by the Social Security Act and the Social Securi¬ 
ty Board; some degree of uniformity and some assurance of mini¬ 
mum standards can thus be assured. Variety, experimentation, and 
extensive local control exist under the rules now in effect. After 
contributions had been collected and accumulated for two years, 
benefit payments were begun. 

Many different formulas are used for computing benefits, some 
of staggering complexity and most of them too difficult for many 
workers to understand. The period between the end of employment 
and the beginning of benefit payments, the waiting period, is usu¬ 
ally two or three weeks. A certain minimum period of employment. 
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often ten weeks within the preceding year. Is usually required. 
Benefit payments vary according to previous earnings and length 
of employment, with a maxinium weekly benefit of about $15 and a 
minimum of $5; provision is made, however, for some benefit in 
case of partial unemployment. Benefit payments are in most cases 
limited to a period of fourteen or sixteen weeks and, in addition, 
to a percentage of previous earnings. No benefits are payable to 
employees who quit work voluntarily, are discharged for misconduct, 
or, in many cases, who leave positions because of participation 
in a labor dispute; special provision is made for seasonal, casu¬ 
al, and temporary unemployment. All costs of administration are 
borne by the federal government. There have been established {under 
another act) about 1500 full-time and 3100 part-time and Itinerant 
employment offices at which workers claiming benefits must regis¬ 
ter; if suitable work is available,no benefit is payable. These 
offices placed almost four million persons in jobs during 1940. 

The particular features of the program, it should be repeated, 
vary widely among the states. 

By January,1941, funds in state accounts available for the 
payment of unemplojrment benefits exceeded $1.8 billion; total 
benefit payments during 1940 were $518 million. Average weekly 
benefits paid during 1940 amounted to about $10 for each recipi¬ 
ent. Prom the initiation of the program to January,1941, nearly 
$1,4 billion were paid in benefits. By April, 1941, nearly 30 mil¬ 
lion workers were covered. In June, 1940,recipients of benefits 
totaled one million three hundred thousand,in December seven mil¬ 
lion. Some of the state funds, even during the months of 1938 and 
1939 when unemployment was relatively high, collected more than 
they paid out, while others paid out almost twice as much as they 
received. The excess collections were frequently due to the fact 
that the period of employment had been so short that workers qual¬ 
ifying for benefits were entitled only to very small sums. In 1940 
only four state funds paid out more than they received. 

CONTROVERSY OVER UNEMPLOYMENT PROVISIONS 

Although there is little dispute as to the desirability of 
making some systematic provision for the victims of unemployment, 
there are several controversial aspects of the present act. One, 
discussed earlier in connection with the old-age security program, 
is the questionable desirability of the payroll tax, which, as was 
pointed out above, can be avoided by economizing on labor, perhaps 
by substituting machinery. Moreover, the smaller the wage component 
of total coat the less will be the effect of the tax on price so 
that demand may tend to shift to articles requiring relatively 
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small amoxmts of labor. Firms with less than eight employees (in 
some states a smaller number), independent contractors (including 
labor done by workers on a contract basis in their own homes), and 
other uncovered firms secure some competitive advantage by escap¬ 
ing the tax charge. 

A more important controversy centers around the question of 
whether the system should be used as a device to decrease unem¬ 
ployment, to remedy as well as alleviate. States are permitted 
to establish - many of them have - a scale of "merit ratings" de¬ 
signed to encourage greater employment. Firms that offer fairly 
regular employment are assessed at a lower - often a much lower - 
tax rate. There are two arguments supporting such a concession. 

One is that firms providing regular employment contribute little 
to the social costs of unemployment, are therefore relatively de¬ 
sirable, and should not be compelled to bear as heavy a tax bur¬ 
den as other enterprises whose demand for labor is less stable. 

The second is that by offering the prospect of a tax reduction - 
one that is often quite large in relation to profits - the gov¬ 
ernment can induce firms to stabilize their employment. 

Both arguments have some validity, but merit-rating schemes 
as they have so far developed leave much to be desired. In the 
first place, if the tax on firms with stable employment is re¬ 
duced significantly, the major cost of the program will be thrown 
on other concerns, ordinarily those least able to bear the burden; 
an insurance scheme eliminating the good risks and including only 
the bad ones can hardly remain solvent unless rates are raised 
proportionately. But the typical merit-rating scheme provides only 
for the reduction of rates applying to seme firms and not for a 
corresponding increase on others; the maximum rate remains In all 
but a very few cases three per cent, and a serious question arises 
as to its adequacy. Cleverly drafted, intricate plans are often 
little more than devices to eliminate some portion of the tax 
even at the risk of bankrupting the program. The second objection 
la that such employment stabilization as may be secured through 
differential contributions is apt to be limited in amoxmt and of 
somewhat doubtful value; thus it may mean only more work for some 
and none at all for others. While continued study of various 
schemes, existing and projected, is obviously desirable, experi¬ 
mentation should not be Indulged In at the expense of potential 
bankruptcy of the Insurance program. 

It might be better, for example, to reduce the tax rate on 
all firms from three to two and one-half, or even to two per cent. 
It Is not clear just why the three per cent rate was chosen. Wheth¬ 
er It will prove adequate or more than adequate and whether a low- 
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er rate universally applied might not be preferable to the present 
system of merit rating, are questions that cannot as yet be an¬ 
swered with certainty. If it seems unwise to acc\imulate large re¬ 
serves, alternative policies that suggest themselves are to make 
benefit payments more generous, to reduce the waiting period, or 
to increase the time during which payments are made. Accumulation 
of reserves should not be accepted as ipso facto evidence that 
merit rating is desirable. 

The provisions for payment of benefits require further con¬ 
sideration. As yet there is little general agreement as to what 
the benefits are to do, how they are to be integrated with vari¬ 
ous forms of federal and state relief, whether they should be en¬ 
tirely separate from the question of need or should vary with the 
number of dependents, cost of living., etc. Further thought might 
well disclose new ways of increasing the social utility of the 
program. The present arrangement cannot even claim the advantage 
of simplicity. For example, all benefit payments, Including those 
falling within the lowest ranges - $10 or less in most states - 
are adjusted to a scale based on past earnings. This adjustment 
requires the keeping of detailed records for each covered worker 
and involves what is often a very dlfficxilt task of computation, 
adding administrative expenses quite out of proportion to the dif¬ 
ference between the benefit so computed and the general average. 
The British method of paying a fixed benefit plus supplements for 
dependents is far simpler and much cheaper to administer. Its re¬ 
sults may approximate the fundamental objective, that of providing 
for the needs of the unemployed, more satisfactorily than payments 
which vary slightly with earnings. 

The Initiation of the program raised the foimldable problem 
of organizing its administration. With no past experience to rely 
upon, no existing organization to make use of, and depending to 
an unknown extent upon the approval of the Social Security Board, 
which itself had had little opportvuiity to formulate and test pol¬ 
icy, most states at first were confused as to what line of policy 
to adopt. Today the situation reflects considerable improvement, 
but is by no means ideal. In New York special studies have dis¬ 
closed some fraud; the administrators believe that with larger 
staffs they could remove the chief abuses. Although the federal 
government provides the funds for administration, in practice its 
power to compel observance of high standards and to require econo¬ 
my of operation has been limited; a wide area of Independence has 
been left to the states. Gradually state staffs are being put on 
the civil-service merit system, but there is, apparently, effect¬ 
ive opposition to removing the jobs from political control. Fur- 
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thermore, the civil-service merit system does not of itself in¬ 
sure competent, enlightened, economical administration, and im¬ 
provement is still possible in almost every state. For example, 
the work of the employment bureaus could well be expanded and in¬ 
tegrated more closely with the benefit system. 

No provision is now made for federal reinsurance of state 
systems. Yet some such scheme may be desirable to assure benefit 
payments on even the minimum scale desired. In highly industrial¬ 
ized states where unemployment may be especially heavy or pro¬ 
tracted, the funds accumulated may prove inadequate. Part of the 
tax returns might well be used to build up a central fund upon 
which state funds under strain could draw. The defense boom will 
offer an exceptionally favorable opportunity to acciimulate such a 
fund as well as to strengthen existing state funds; if and when 
the expenditures on armament decline substantially, the state 
funds will almost inevitably suffer verj great strain. A most de¬ 
sirable reenforcement of the social security program would be 
achieved by closer integration with the whole system of work re¬ 
lief, public works, and monetary policy. 

OTHER ASPECTS OF THE SECURITY PROGRAM 

The other features of the social security program, while less 
ambitious in scope, are intended to meet to some extent the needs 
of certain groups unable to provide for themselves. Federal aid 
is granted only through state agencies and only on a matching ba- 

on condition that the state also contribute. For the 
year ending June,1940, federal grants reached $360 million; the 
estimate for the year ending June,1942, is $436 million. State 
programs and administration must be approved by the Social Securi¬ 
ty Board. 

Old-age assistance. One section of the Social Security Act 
provides that the federal government will match grants made by the 
states to needy aged to a maximum of $20 a person, or $40 as the 
total state-federal grant. In January, 1941, over two million per¬ 
sons were receiving aid under this provision, but the average to¬ 
tal benefit was only $20 a month with Arkansas paying the lowest 
benefit, $8, and California the highest, $38. New York paid $25. 
Why have the states not secured all the funds which the federal 
government offers to give them? The answer Is that the states (and 
sometimes the localities on whom the states have placed part of 
the burden of matching funds) have in some cases been unable, and 
in others unwilling, to Impose sufficiently heavy taxes to meet 
the msixiinum federal offer. 

The benefits paid have unquestionably been of tremendous val- 
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ue in many cases, tnit they have by no means solved the economic 
problem of the needy aged. In many, if not most, states there are 
many more persons over 65 in need of assistance than are receiv¬ 
ing it, and in no state can the aid actually offered be said to 
assure what would seem to be a reasonable minimum standard of liv¬ 
ing. In some states, however, an aged couple living together can 
probably manage if special diets and medical care are not re¬ 
quired. For some years the number of aged will Increase steadily; 
some will continue to work, others will be economically independ¬ 
ent, but many will be able to exist only if they receive some mea¬ 
sure of help from private charity or the government. The niunber 
of aged persons will be so great as to constitute a type of prob¬ 
lem never before faced in this country. There seems to be no pos¬ 
sibility that private charity will be able to fill the need. The 
demands on the government, reflected in such powerful movements 
as the Townsend Plan, will almost inevitably grow, even with sub¬ 
stantial business recovery. Gradually, the liberalized provisions 
of the old-age insurance division of the social security program 
will carry much of the burden, although important groups such as 
agricultural workers are not provided for, but increased demands 
based on serious human need must be expected. The potential cost 
of even apparently modest demands, such as $40 a month per person, 
is staggering. Nevertheless, because many states probably cannot 
permanently meet the need on the present basis of equal matching, 
it may become desirable for the federal government to grant more 
than 50 per cent of the total to the needy in the poorer states - 

_i_._^., make equalizing rather than matching grants - or to provide 
a minimum grant. 

Without significant added cost the human benefit yielded could 
probably be increased if the recipients of aid were allowed great¬ 
er freedom of movement. Individual states are, for good reason, 
reluctant to grant pensions except to those who have resided in 
the state for some years, A person nearing the pension age may 
well hesitate to move to areas with more promising economic pros¬ 
pects but where he might be in danger of losing his pension rights 
or where they would be far less. Purtheimore, some localities are 
more attractive and less expensive than others for retirement, and 
friends or relatives may live in other states. Some policy, pre¬ 
sumably based on federal action, might be worked out which would 
permit persons so desiring to move without the necessity of sacri¬ 
ficing their pensions. 

Aid to mothers , the blind , etc . Other phases of the program 
provide for federal grants-in-aid to states to help the blind, to 
aid seriously needy families with dependent children, to provide 
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a small amount of maternal and child-health care, to care for 
crippled, homeless, or neglected children, to support in a small 
way public-health services, and to establish and maintain voca¬ 
tional rehabilitation projects. Almost all states and territories 
have initiated approved programs, and a great many lives have been 
made happier and more useful in the few years since the work be¬ 
gan. By January,1941, nearly one million persons were receiving di¬ 
rect benefits under these services. In most cases, however, the 
need far exceeds the accomplishments which are possible with the 
limited funds appropriated. 

Organizing administration . Probably one of the most valuable 
achievements to date has been the establishment of organizations 
designed to carry out work of this type, although much still re¬ 
mains to be done in the way of improved staff work. The initia¬ 
tion within one or two years of dozens of new state programs cre¬ 
ated a problem of organization which could not be immediately 
worked out in a satisfactory manner. Many states, for example, did 
not even attempt to make placements on the basis of civil service 
merit ratings; political factors quite unrelated to the technical 
requirements often determined the nature of the administrative 
staff. Furthermore, the number of professionally trained, experi¬ 
enced, and competent case workers and administrators was inade¬ 
quate to meet existing needs. Many of the programs require, to 
achieve anything approximating satisfactory results, continuous, 
Intensive casework, but enough doctors, nurses, and social work¬ 
ers with the necessary training, experience, and personal quali¬ 
ties were simply not available. 

In certain instances the standards of administration were so 
low that the Social Security Board withheld federal grants; there 
were unquestionably numerous other cases In which standards did 
not measure up to desirable levels, limiting the benefits made 
available and throwing discredit on the whole program. The 1939 
amendments to the Social Security Act gave the Board somewhat 
greater - although not complete - authority over state and local 
administration. The basic shortage of competent personnel will 
disappear In time, although for some years it will limit the pos¬ 
sibilities of expansion along certain lines. In some states, ap¬ 
parently, the original appointees will practically, and sometimes 
legally, have a decided advantage over late comers even though the 
organlzltlons are eventually baaed on the merit system. Consequent¬ 
ly, relatively incompetent personnel will, in some cases, secure 

permanent tenure. 

GOALS FOR THE FUTURE 

Substantial deficiencies of the present program stem largely 
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from the magnitude of the basic condition. Recovery and prosperi¬ 
ty would both reduce the need and facilitate meeting it. But the 
program can be pushed much farther than it has been without undue 
strain even on an economy which is operating at only partial ca¬ 
pacity. In fact, from the point of view of the community's wel¬ 
fare, it may prove to be the poorest kind of economy not to ex¬ 
pand the program in certain directions that already are fairly 
clear. Probably the most obvious need is an improvement of the 
general health standards of the country. 

Improvement of health . Health is as fundamental to a free 
and prosperous society as is education. This country has long rec¬ 
ognized the desirability and the necessity of providing everyone 
with at least a minimum of education and an opportunity to secure 
more if desired, although often the achievements have fallen far 
below the goal. The social, to say nothing of the humane, argu¬ 
ments for providing minimum opportunities for good health seem no 
less persuasive. Yet appalling conditions testify to our failure. 
The medical examinations of men selected for the armed forces, a 
fairly representative cross-section of the nation's manhood, have 
disclosed the existence of a large amount of preventable disease, 
impairment, and disability. 

A few specific facts will help illustrate the situation.^ The 
annual cost of Illness in this country is estimated at $10 billion 
and falls for the most part upon those least able to shoulder it, 
the poor. Every study has shown that cases of sickness and disa¬ 
bility are more numerous among the poor than among the well-to-do. 
Yet surveys show that the smaller the income the greater the pro¬ 
portion spent upon medical services. 

One out of every eight mothers giving birth receives doctor's 
assistance, and in a far larger proportion of cases there is no 
adequate pre-natal care. Seventy thousand preventable maternal 
and infant deaths occur every year. A total of seventeen million 
people live in counties possessing no hospitals of any kind, while 
millions more cannot afford such service as is available. Yet an 
average of thirty per cent of the country's hospital beds are va¬ 
cant all the time. Well over one-third of the nation's children 
are members of families with incomes less than $800 a year. Pew if 
any such families can afford adequate medical and dental care. One 
out of four children ill for more than a week has no medical care. 


1. See 76 Congress, 1st Session, House of Representatives, Docu¬ 
ment No. 120, Message from the Pr esident of the United States 
Trangmlttlng the Report and Recommendations ■otr"Natlonal”fieaTth Pre- 
pared by the Interdepartmental Ccmunittee to Coordinate Health and 
Welfare Activities (1939). 
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Only five per cent of the pneumonia cases amenable to serum thera¬ 
py received it In 1938. Each year there are 30,000 needless deaths 
from cancer. In 1938 there were three times as many cases of 
smallpox as in 1930. Facilities for treating mental Illness, es¬ 
pecially in earlier and less serious stages, are available to on¬ 
ly a very small portion of those who could benefit from the prog¬ 
ress of scientific knowledge. 

The science of medicine has made tremendous strides during 
the last few decades. It has presented society with achievements 
of incomparable value. Yet these developments have been made avail¬ 
able to only a part, often a small part, of the population. Many 
doctors, dentists, and hospitals give generously, but others do 
not. Although it sometimes is said that the very wealthy and the 
very poor receive good care, there is little evidence to show 
that many of the poor obtain adequate services. The provisions for 
marketing medical and dental services leave the patient bewildered; 
he seldom is able to judge professional competence, and often he 
has no alternative but to accept such treatments as are offered. 

Purely on the basis of the general economic interest of so¬ 
ciety there is need for the extension of at least minimum oppor¬ 
tunities for medical care to all who need it; national productivi¬ 
ty would be increased, and future liabilities in the way of car¬ 
ing for the needy would be reduced. The arguments in terms of dol¬ 
lars and cents are formidable, and humane considerations also have 

great weight. 

Governmental bodies are now spending about $550 million a 
year for public health and are providing for a large proportion of 
total hospitalization, principally through institutions for mental 
Illness and tuberculosis. Even doubling or trebling this sum would 
be inadequate to meet current needs, but would, in time, achieve 
large results. Time would be required to expand the present limit¬ 
ed facilities. The supplies of doctors, dentists, nurses, and 
other skilled personnel are far too small to meet the potential 
need. The medical ranks are strictly limited at present by control 
over entry into the profession, the controls existing not so much 
because human needs do not call for greater amounts of medical 
service as because many with the most urgent needs are unable to 
pay for what they require. The number of physicians per capita has 
fallen during recent decades so that today each doctor ^s serve 
on the average about 150 more persons - 23 per cent - than in 1900. 
The present supply of hospitals and specialized equipment is also 
far too small, being more limited in some areas than in others. 

Many doctors now in practice could be of far greater value to their 
communities if they received some postgraduate training; recent de- 
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velopments, such as knowledge of relations between physical and 
mental or emotional illness, have occurred since many doctors were 
in medical school. The amount of research being done in many lines 
should be expanded greatly, and little serious objection could be 
raised to large-scale governmental assistance of such research. 
Discoveries in the field of medicine should become public proper¬ 
ty, or at least their utilization should not be restricted by 
high prices made possible by monopolistic control, often resting 
upon patents granted by the federal government. 

The basic problem is more economic and social than technical. 
Yet the cooperation of the technicians is absolutely essential for 
satisfactory achievements. The technical groups, represented pri¬ 
marily by organized medicine, have been very slow to develop new 
programs themselves, and have been uncooperative, if not definite¬ 
ly hostile to many plans proposed either by laymen or by dissent¬ 
ing physicians. There is a fear that standards of practice will 
deteriorate (although many physicians realize how low some of the 
present standards are), that the vital personal relationship be¬ 
tween the patient and the doctor will suffer, or that a very prof¬ 
itable segment of medical practice will be taken away. 

Large sections of the middle class today receive Inadequate 
dental and medical service not because they cannot afford to pay 
for it, but either because, as in rural areas and small towns, 
many types or service are unavailable or because the sudden, un¬ 
predictable impact of need finds many families unable to mobilize 
sufficient funds when they could be used to best advantage. In 
other cases it is due simply to a preference to gamble. Medical 
services are now so marketed that the person who is ill can econo¬ 
mize without realizing sufficiently what the alternatives are. The 
consequence often is delay which leads to complications. The situ¬ 
ation becomes needlessly aggravated. 

actuation in which adequate facilities for dealing 

available, some means of providing 
them need to be worked out. County hospitals, and traveling physi- 

c ans and nurses are potential methods. For those persons who tend 
o be careless, or to economize,” new forms of insurance offer 
protection. Within the last few years hospital insurance plans in 
certain cities have permitted more than one and one-half million 
persons to cover a substantial part of their potential hospital 
costs through small monthly payments. In spite of Initial opposi¬ 
tion, the medical associations have come to favor these plans. The 
plans have amply demonstrated the willingness and ability of cer¬ 
tain groups to insure against the costs of illness. Extension of 
the principle to cover major items of physicians’ charges seems 
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feasible, although experimentation and certain checks will be 
necessary, especially at first, to preserve the soundness of the 
schemes. The physicians as a group would almost certainly profit, 
primarily from prompt collection of fees. Attempts could be made 
to put dental services on a similar basis. One outcome, however, 
may well be that the insured will make substantially greater use 
of the services of physicians and, as a result, find that the 
profession is understaffed. Although it might seem desirable to 
make such insurance programs compulsory, they are beyond the eco¬ 
nomic ability of millions of families; for such families some 
form of government assistance is needed. 

How can such assistance be given in such ways as to assure 
maximum benefit? One obvious method is to expand the present pro¬ 
visions of the social security program by making larger federal 
grants-ln-aid. The additions should not in every case be made con¬ 
tingent on additional state expenditure, for some states will not 
or cannot make added provision. In general the recommendations of 
the Interdepartmental Committee to Coordinate Health and Welfare 
Activities seem acceptable although the program as outlined is 
probably more ambitious than legislatures and organized medicine 
will support. Extensive as the program is, it nonetheless omits 

Important fields, such as dentistry. 

The Committee recommends extension of grants for the eradi¬ 
cation of tuberculosis, venereal diseases, and malaria, the con¬ 
trol of mortality from pneumonia and from cancer, the development 
of more effective programs for mental and industrial hygiene, the 
encouragement of preventive medicine, and for training personnel." 
The second main item consists of grants for "the construction, en¬ 
largement, and modernization of hospitals and related facilities 
where these are nonexistent or inadequate but are needed, includ¬ 
ing the construction of health and diagnostic centers in areas, 
especially rural or sparsely populated, inaccessible to hospitals. 
To this portion of the recommendations organized medicine gives 
full support, and Congress has taken hesitant steps to initiate 
the program. Another Important recommendation is for social in¬ 
surance to provide partial replacement of wages during temporary 
or permanent disability. In some areas further steps could be 
taken to reduce the frequency and severity of industrial and occu¬ 
pational diseases and accidents. 

Such a program on evan a limited baala would require large 

expendlturea, under the plan proposed It would cost $860 million 
a year after ten years. Though there la no market method for eval¬ 
uating the results to the community as there Is for measuring the 
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money cost, it seems safe to say that the benefits probably would 
greatly exceed the financial outlays required. 

Every safeguard possible should be erected to forestall po¬ 
tential abuses some of which have developed under certain foreign 
programs. Standards of professional practice should be raised and 
maintained; lay control and administrative red tape should not be 
permitted to distort the program, yet it must be clearly recog¬ 
nized that the doctor most competent technically may not always 
be the person best suited to decide on the economic and social 
aspects of the use of his skills. Medical, dental, and nursing 
training require long study and a substantial investment (much of 
which, however, Is now borne by the community in the form of gov- 
emmentally or philanthropically supported schools). The remunera¬ 
tion offered must be adequate to assure an adequate supply of the 
skills that are desired. 

insurance . Discussion of a program of social insurance 
almost inevitably raises some question of the relation of the pro¬ 
gram to the existing organization of the market for providing in¬ 
surance. Although the market offers innumerable varieties of in¬ 
surance, few come near meeting the needs for which the Social Se¬ 
curity Act attempts to make provision. As regards life insurance, 
however, more question may arise. Some persons may feel that the 
market offers adequate provision for meeting needs without any 
governmental action. However, despite the magnitude and demon¬ 
strated worth of the services of privately managed life insurance 
companies, there is reason to believe that the life Insurance needs 
of many of the lower third or more of the nation's families could 
be met more adequately and efficiently by extension of the social 
security program than by relying upon private initiative. 

The old-age and survivors insurance program makes some provi¬ 
sion for loss of earning power that results from death. Confront¬ 
ing the average worker's family, however, is a persistent unin¬ 
sured threat of economic insecurity or loss which would result 
from the death of an employed member of the family. The need is 
especially great where the period of covered employment is less 
than ten years. Payment of a few hundred dollars in cash at the 
death of an employed member of the family would be of material aid 
to virtually all families. Private business offers three general 
types of life Insurance protection; all of them, however, fail for 
some reason or other to meet adequately the needs of the nation's 
poorest families. 

First, there is life insurance as it is known to the middle 
and upper income groups. Such insurance generally combines both 
insurance and saving. To obtain the benefits of life insurance one 
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must save, although in insuring against loss from fire, theft, 
tornado, etc., one is not required also to save. Such systematic 
saving may prove advantageous for many, but for the lower-income 
groups it is virtually out of the question. When confronted with 
the choice of either insuring adequately and saving more than 
their incomes will permit, or of insuring inadequately or not at 
all, one phase of the latter alternative must be selected. For 
the average family most ordinary insurance contracts are too in¬ 
flexible; to reduce the saving element in periods of stringency 
without also reducing the amount of insurance is difficult and 
often very costly. Consequently, when income has fallen and the 
need for Insurance may be greatest, continuation of the arrange¬ 
ment often proves impossible. 

The second Is group Insurance. Employers frequently cover 
their employees by group contracts. For the workers, except per¬ 
haps the youngest, the cost of this protection is usually cheap, 
and the employer may bear some part of the burden. The insurance 
company collects Its premiums directly from the employer, so that 
collection charges are at a minimum, and there is no saving fea¬ 
ture. The disadvantage is that the coverage usually is relatively 
small and, more important, coverage terminates when employment 
ceases. Thus a shutdown, a strike, or loss of employment because 
of Illness or accident will take the worker's insurance from him 
just when he probably needs It most (he may have the option of 
converting the policy within thirty days Into a much more expen¬ 
sive type; some cash is needed for this, however.) 

The third is Industrial Insurance. This consists of small 
units of coverage for which a few cents are collected each week or 
month. The chief disadvantage Is the net cost, which, because of 
the expense of door-to-door collection, detailed record keeping, 
and high selling commission rates,is extremely high in relation to 

the protection received. 

A desirable program would be one deelgned to provide for life 
Insurance needs which can now be met only at unnecessarily high 
cost. Substantial economies could be secured If premiums were de¬ 
ducted as part of the general social security tax, while Insurance 
benefits could be better adapted to the needs of the great under¬ 
lying population and Integrated with other features of the social 
security program. The experience of Massachusetts and New York 
with life Insurance Issued by savings banks has Indicated that 
great savings in cost are possible, but the experience also shows 
that many who stand to profit most from the scheme fail to take ad 
vantage of It. Some element of compulsion, such as deduction from 

wages, may be appropriate. 
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Strong opposition from the Insurance companies would undoubt¬ 
edly be mobilized against any proposal looking toward extension of 
the social security program to the field of life insurance, even 
though the program would apply only to low-income groups. Yet 
here is presented an opportunity for guaranteeing greater securi¬ 
ty to those who need it most, and at a cost well below that of 
the prevailing market. 


47. PUBLIC HOUSING 

THE PROBLEMS CONNECTED WITH HOUSING * 

Every individual is concerned, directly and immediately, with 
some kind of housing problem. For many it consists primarily of 
finding some reasonably satisfactory house or apartment to live 
in at a coat commensurate with income; for those who own their 
own homes it is mainly a question of how to meet taxes, interest, 
maintenance, and similar costs. For literally millions of others, 
however/ the problem is to secure a place - any place - in which 
to live, within the limits set by low, insecure Incomes or relief 
allowances. In addition to its direct significance for the indi¬ 
vidual family, the housing problem has wider implications for the 
whole community because of its close relation to public health, 
opportunity, education, and the beauty of town and countryside, 
and also because it affects directly the prosperity of industries 
employing more than five million wage-earners. 

In spite of the urgency and complexity of the problem, few 
appreciate its magnitude and seriousness, and the steps taken to 
solve it have brought us but a small fraction of the way toward 
the goal of adequate housing for all. In contrast to our own situ¬ 
ation stand the relatively greater achievements of a number of 
other countries; Great Britain, for example, between the two wars 
built new housing for a third of her families. What, then, is to 
be our line of action? What has been done? What can be done? 

There is, first, the purely quantitative aspect of the prob¬ 
lem. This discussion will concern itself mainly with the basic 
situation existing before the present defense program was under¬ 
taken, and which will probably exist after the present crisis has 
passed; special problems raised by the defense program will then 
be considered. Population Is still expanding, creating a need for 
additional housing units each year. An accumulating shortage leads 
to serious overcrowding and causes rents to rise. Secondly, there 
is the closely associated qualitative problem. The buildings 
erected In past decades are aging and becoming progressively less 
suitable for habitation. 

In recent years most old houses have not, on balance, been 
adequately maintained; fewer still have been modernized. The qual¬ 
ity of the buildings In which millions of jrural and urban fami¬ 
lies must live is extremely low. A recent survey concluded that in 
1935 more than 4.2 million family units were unfit for use.^ On 

1. Work Projects Administration, Urban Housing (Washlnghfin 1938). 
Estimate cited from TNEC Monograph 8, Toward More Houslnc* 
(Washington, 1940), p. 21. ” 
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the one hand are the darkness, congestion, filth, and squalor of 
city slums. On the other are millions of farm homes, bare, run¬ 
down, lacking adequate heating, lighting, and sanitary facilities. 
Only slightly better are millions of other homes which, while not 
on the lowest level, fall far short of what modern materials and 
methods are able to offer at rentals no higher than are being paid 
for inferior architecture and construction and outmoded materials. 
Merely to maintain the present low standard and to provide for the 
annual population increase requires about six hundred thousand ad¬ 
ditional family units a year - more than twice the average annual 
construction of the last decade. During the past decade we have 
not maintained the position reached at the onset of the depression. 
Yet beyond any ordinary humanitarian interest in relieving human 
suffering, lies the community's direct concern in eliminating 
slums and with them some of the causes of crime, preventable dis¬ 
ease, fire hazards, and breeding-grounds for social xmrest. A per¬ 
ilously large proportion of tomorrow's adults are growing up in 
the degrading environment of today's slums. 

THE NEED FOR GOVERNMENT ACTION 

Solution of a housing shortage presents more difficulties 
than solution of a food, or an automobile, or a clothing shortage. 
We have enough capacity for producing any of these latter items 
to Increase measurably the annual output and the total supply 
within a relatively short period. Housing presents a different 
kind of production problem. Many years, probably a full genera¬ 
tion, of present capacity production would be necessary to make 
up for accximulated shortages, maintain present facilities, pro¬ 
vide for population growth, and replace the worst third or half 
of today's urban and rural housing. Yet all this must be done if 
the nation is to be properly housed. A large Increase in the na¬ 
tional income would permit a substantial Increase in rents but 
would lead only slowly to any great expansion in the supply of 
housing. The longer the delay, the greater the ultimate task; and 
hence the greater the reason for prompt, preventive action. 

The construction Industry has been one of the chief suffer¬ 
ers from the depression, one of the largest contributors to un¬ 
employment. Consequently, in its revival and stimulation lies one 
of the chief hopes of economic recovery and Improvement. It seems 
like poor organization Indeed to permit our capacity for satis¬ 
fying one of the community's most obvious needs to remain largely 
idle year after year. In the immediate future much of this capad 
ty will be needed for more purely defense work, but, when the de¬ 
fense boom passes or its rate of expansion slackens, building ca- 
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paclty may again be idle. In a mammoth building program may lie 
our greatest hope for providing useful employment, especially in 
the period after the defense program has ended. The net social 
cost would be small because output could be expanded substantial¬ 
ly without sacrificing other desirable alternatives by drawing 
upon otherwise unused capacity. 

• CAUSES OF THE HOUSING SHORTAGE 

What has caused our housing shortage? Why has private initi¬ 
ative so dismally failed to solve it? Why did our government, an 
organization for collective social action, permit the situation 
to grow progressively worse, in spite of such obvious need and 
with a large part of existing capacity lying idle? The answers to 
these and similar questions are not in every case clear. Legiti¬ 
mate doubt arises as to the proper weighting of basic and contrib¬ 
utory factors. Yet, with regard to some conclusions, there are 
reasonable grounds for general agreement - although particular 
vested interests will often dissent. 

Costs high relative to incomes . The basic difficulty is not 
that techniques, materials, and skills are unavailable; _i._e_., the 
cause is not a physical shortage of the necessary elements to con¬ 
struction. The trouble, instead, is economic - the costs of pro¬ 
viding housing are too high relative to a large proportion of in¬ 
comes. Millions would welcome better places in which to live, but 
they cannot afford to spend a larger portion of their present in¬ 
comes for rent. Most standard home-economics budgets allot one- 
fourth or less of the average family Income to rent, but among 
families in the lower Income brackets the proportion actually al- 
loted for rent is higher. On low minimum-relief budgets, many fam¬ 
ilies must use part of their already inadequate food allotment to 
cover their rent. However, using even one-fourth or one-third of 
the family's Income often falls to secure satisfactory quarters. 

Why costs are high. Why, then, do costa and subsequently rents 
not fall either because of the competition of idle factors of pro¬ 
duction in the building Industry or of the entrance of new produc¬ 
ers attracted by high prices? The answer will be found in a study 
of the organization of the construction Industry, the price poli¬ 
cies of its many components, the strength and attitudes of labor 
unions, the dispersion of the market, governmental policy, and the 
traditional demands of consumers. On some points the public can 
have only vague suspicions, for the facts are obscure; on many, 
data are for the first time now becoming available; on others the 
situation seems relatively clear. Most students have come to the 
conclusion that no single factor can be considered strategic but 
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that the present situation is the consequence of a combination of 
unfortunate circumstances and that the most promising program is 
to attack not one element of the situation but many. Where con¬ 
flicting factors are involved,however, there usually are many 
vested interests in opposition, and unequal concessions may be re¬ 
quired of different groups. In some cases this opposition can be 
overcome if it is shown that the expansion of output will more 
than offset the loss of immediate retxirn; in others monopoly prof¬ 
its or technologically outmoded occupations must disappear, even 
though at the permanent disadvantage of a few. 

The American genius for large-scale productive organization, 
the triumphs of mass production, scientific management, standard¬ 
ization, mechanization - all have been the exceptions rather than 
the rule in the construction industry, especially in residential 
construction. Bidding and building are done by thousands of small 
contractors and sub-contractors, hiring new labor for each job and 
offering but slight stability of employment. Materials are pur¬ 
chased from retail dealers (who in turn buy through jobbers and 
wholesalers), with little if any discount for quantity purchases, 
though there seems to be no reason why quantity purchasing would 
not secure substantial economies. Until very recently, houses have 
been built either on the relatively expensive custom basis, with 
each unit unique, or in groups where the mass production is so 
obvious that all aesthetic appeal is lost. 

By and large, wages of labor accoxint for about one-fourth of 
construction costs, making this an industry in which total cost 
is determined, in large part, by labor cost. In many communities 
hourly wage rates are substantially above the general average in 
other comparable fields of work not so much because of the excep¬ 
tional skills required as because of the existence In this field 
of strong unions. These seek to protect the interests of a rela¬ 
tively small group of union members by restricting or prohibiting 
the entrance of new members who might be attracted by the ccanpar- 
atlvely high rates. The fundamental problem, however, is not the 
cost of labor in terms of the money wages paid, but its cost in 
relation to its productivity. The fact that. In the construction 
industry, wages are high relative to productivity creates a drag 
on its expansion. In some cases costly jurisdictional disputes 
delay construction projects, while in others union policy aims at 
discouraging the introduction of more efficient methods and cheap¬ 
er materials, fearing that a reduction in the demand for skill®^ 
labor will follow. Members of several unions must be employed on 
each job. Each worker's output is somewhat lower relative to his 
wage than the market will justify, l.e., than the public can af- 
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ford to pay in rent. When pressed as to the justification for 
their policies, unions argue, with some reason, that if any one 
or even a group of them agreed to a reduction in wages, the re¬ 
sulting economies would not lower the total cost of construction 
enough to stimulate new construction appreciably. During the de¬ 
pression, however, while nominal rates fell hardly at all, actual 
rates did fall temporarily in some cases due to private arrange¬ 
ments between the workers and the contractors. Rates in 1938, how¬ 
ever, exceeded those of 1929 by 6 per cent. 

Capital costs, Interest, constitute over one-fourth of the 
total cost of supplying housing, and these costs have fallen very 
slowly. In the past the possible returns in alternative fields of 
Investment have forced builders to pay a rate of at least 6 per 
cent for the use of capital; actual rates were often as high as 
10 per cent. In addition there were substantial costs in the way 
of commissions for securing loans and renewing them every few 
years; high costs of foreclosure and moratoria laws increased the 
lender's risk and his reluctance to lend at low rates. With large 
sums of idle capital currently available and with improved meth¬ 
ods of lending which reduce service charges and risk, there is 
every reason to expect total capital costs to fall more rapidly 
than they have to date. Lenders, however, have an Interest in 
bolstering the rate and in many communities have not competed ef¬ 
fectively to force it down. 

Similarly, the prices of many building materials, which ac¬ 
count for nearly half of construction costs, fell only slightly 
if at all during the depression. With the recovery of prices in 
general they rose, sometimes to new highs. Competition is imper¬ 
fect and often takes the form of additional expenditures on sales 
efforts rather than of price reductions; during slack periods many 
producers choose, •oresumably to their own short-run interest, to 
reduce output rather than prices. The possibilities of economies 
from standardized mass production and distribution have by no 
means been fully realized, though the dispersion of the market and 
the costs of transporting the weighty and bulky materials now used 
limit somewhat the possibilities of mass operations. Within recent 
years progress has been made; for example, brick sizes have been 
reduced from seventy-five to two, and slate roofing sizes from 
twelve hvmdred to three hundred. 

In many communities antiquated building codes have prevented 
the application of improved techniques and materials. Codes origi¬ 
nally Intended to prevent bad building have also prevented good 
building because they have not been modified to take into account 
technological progress; they prohibit the use of new materials and 
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methods that may be cheaper and even better structurally than 
those specified. Vested Interests often have a hand In delaying 
innovation. By requiring the use of certain minimum amounts of 
specified materials, for example, they have prevented the use of 
new and cheaper substitutes. The codes have remained obsolete be¬ 
cause of the lack of interest, initiative, and knowledge on the 
part of those empowered to alter them, and because of the influ¬ 
ence (often political) of those interests which might suffer from 
the change. Aside from these restrictions, union regulations and 
business agreements often prevent economies. Thus, Sears, Roebuck 
& Co. when it wanted to build homes for its workers in Chicago, 
found that it could not use the plumbing and sanitary equipment 
which it handled itself but that it would be required to buy at 
retail prices the product of certain competitors. 

Land and buildings bear a substantial part of the total na¬ 
tional tax burden, with taxes accoxmtlng for over one-seventh of 
the costs to the householder. Ordinarily one would expect a tax 
on land values, to the extent that they are socially created, to 
stimulate new construction# On the other hand, taxes on buildings 
are certainly deterring factors. Since taxes vary directly with 
the appraised value of the building rather than with the social 
costs for which it is responsible, new, well-built, fire-proof 
structures bear a far larger tax burden relative to their social 
cost than do delapidated, unsanitary, slum properties. New build¬ 
ing is burdened with taxes far In excess of the social costs at¬ 
tributable to it. Substandard tenements, on the other hand, enjoy 
comparatively low taxes.^ 

Finally, It must be noted that even if costs are reduced sub¬ 
stantially and a large measure of prosperity achieved, there will 
remain perhaps four or five million families whose Incomes will 
not permit them to spend the sums necessary to secure reasonably 
comfortable and healthy housing. Others with barely adequate in¬ 
comes may choose to skimp on housing in order to enjoy somewhat 
better clothing, entertainment, transportation, etc. For the first 
group some subsidy in the form of special low rents may be neces- 
sary; for the second, considerations of public health and safety 
and concern for the efficiency of a large part of the working pop" 
ulation especially of the future, may justify the use of compul¬ 
sion aimed at replacing substandard facilities by others more ex¬ 
pensive without providing any subsidy. Provision of adequate rural 

1. It is interesting to note that although heavy taxes are levied 
on automobiles, the number in operation has steadily increased. 
Yet relatively higher taxes on substandard tenements would supp 7 
a special incentive for their replacement by new buildings* 
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housing is closely connected with the broader problems of agri¬ 
cultural welfare and land use. 

NEW-DEAL HOUSING ACTIVITIES 

Before discussing what should and can be done, it seems wise 
to sketch what has thus far been accomplished so that its ade¬ 
quacy and merits can be appraised in light of the task for the 
future. We may first turn our attention to the achievements of 
the federal government, for most local governments and private 
initiative have done little during the last decade except imple¬ 
ment the federal program. 

With the exception of some activity during the First World 
War the federal government scarcely concerned itself with housing 
until 1932, when an agency later known as the Home Owners’ Loan 
Corporation was created to aid certain Institutions owning mort¬ 
gages on private homes. In the same year,Congress authorized fi¬ 
nancial assistance to limited-dividend housing corporations, but 
the FWA took over the field before such aid became effective. By 
June, 1936,the HOLC had refinanced over one million distressed 
mortgages on small properties with loans totalling $3.1 billion; 
owners were thus given an opportunity to hold on to their proper¬ 
ty and often to make improvements. The interest charge was five 
per cent, later reduced to four and one-half per cent, and provi¬ 
sion was made for amortization. The avowed purpose of the HOLC 
was not to increase the supply and quality of houses so much as 
to help existing owners in distress and banks or insurance com¬ 
panies whose solvency depended upon maintaining the value of their 
mortgage holdings. The risk involved was transferred from private 
lenders to a public agency; since most of the loans taken over had 
become poor investments, many, perhaps more than one-tenth, will 
never be fully repaid, and some loss must be anticipated. No new 
loans are now being made. 

As part of the program for recovery and reemployment the PWA 
by January,1939»had spent $137 million on fifty-one projects to 
house 21,700 families. The government will collect approximately 
sixty per cent of the cost plus three per cent interest over a 
sixty-year period. Because it was working in an entirely unfamil¬ 
iar field, forced to build up a completely new organization, make 
plans, clear land, provide adequate checks on graft, and counter¬ 
act public hostility the results of fVJA activity appeared but 
slowly, the first in 1936. Projects are adapted to local require¬ 
ments of climate, taste, and congestion. There is community pride 
in the achievements and a tremendous demand for the available fa¬ 
cilities. However, rents have been kept far lower than the demand 


362 


THE STATE AS PROVIDER 


would warrant - at an average of *26 per month - in order to as¬ 
sure occupancy by families with relatively low incomes. If the 
Income of any family once admitted exceeds five or six times the 
rent paid, the family is obliged to leave. This regulation may 
well restrict the future exercise of energy and initiative, for 
the extra income may be worth less than the value of the subsidy 
in the form of low rent. It should be noted that if the govern¬ 
ment charged rents justified by the demand, the financial loss 
now suffered would probably be converted into a substantial prof¬ 
it. No further construction is now planned. 

At present the federal housing program consists of four 
parts . 

(1) The Federal Home Loan Bank Board has been created to super¬ 
vise the activities of agencies engaged in insuring and sup¬ 
porting institutions such as building and loan associations 
and the HOLC, and loans money on home-mortgage collateral. 

The stimulus to housing in this direction will be a reduction 
in the cost of capital. The RFC also gives financial support 
to various lending institutions. 

(2) The Parra Security Administration grants loans at three per 
cent for forty years to aid tenant farmers, and part of the 
$40 million loaned annually will be used for housing. The PSA 
furnishes plans for Inexpensive houses and has built a few 
camps and homes for migratory workers in California. 

(3) Since 1934 the Federal Housing Authority has been the prlnci” 
pal body furthering the government's program to expand hous¬ 
ing construction. It does not provide direct government sub¬ 
sidies nor does it engage in public construction projects; 
rather, it is an agency through which private action, within 

a certain sphere, can operate more effectively. This agency 
insures private institutions, such as banks and Insurance 
companies, that grant mortgage loans against loss of over ten 
per cent on loans (not exceeding eighty or ninety per cent of 
the appraised value of the mortgaged property) up to $2,500 
for modernization of existing housing, up to $6,000 for new 
houses (with slightly smaller guarantees up to $ 10 , 000 ), and 
up to $200,000 (or $5 million if profits are limited) on large 
scale renting projects. Up to January, 1941, 3 million modern¬ 
ization loans totaled slightly more than $1.2 billion; loans 
for constiniction of six htmdred thousand small homes and 317 
rental projects totaled $2.8 billion. Not more than $4 billion 
can be guaranteed. No increase in the government's debt is 
Involved. One-half of one per cent of the unpaid balance on 
loans made by the Insured companies is paid the PHA as preml- 
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um for the insurance, and to date premium collections far ex¬ 
ceed losses, which have been about $1 million. Every building 
venture insured must meet certain standards of construction 
in order to avoid wasteful expenditure. The builder is given 
the benefit of expert engineering and architectural advice 
which in most cases he could not otherwise obtain. Loans must 
be paid off in monthly installments which are calculated to 
Include Interest, taxes, and insurance; yet the payments are 
seldom more and usually less than average rental payments 
(though in addition an owner must eventually face maintenance 
costs). The borrower avoids the expenses of periodical loan 
renewal and is freed from the customary high charges attached 
to second mortgages. The requirement of amortization in from 
fifteen to twenty-five years automatically reduces the lend¬ 
er's risk and more rapidly builds up the owner's equity. How¬ 
ever, it seems that the interest charge, a maximum of four 
and one-half per cent plus one-half of one per cent Insurance, 
is, in many cases, still higher than necessary, considering 
the present availability of capital and the fact that the 
lender Incurs almost no risk. Because of the quality and per¬ 
manence of construction the amortization period also might 
safely be extended in some cases. With a lower rate of inter¬ 
est and a longer period for payment the monthly charge would 
be reduced very considerably; the benefits of the program 
could thus be extended more widely without any serious burden 
to the taxpayer. If government credit were substituted di¬ 
rectly for private loans, interest charges could be reduced 
still further. About eighty per cent of the units Insured 
have cost over $4,000, and hence are not available to the 
three-fourths of the nation's families with incomes of less 
than $2,000. As yet the program has brought no significant 
new construction for those who prefer or are forced to rent 
rather than buy. 

(4) The United States Housing Authority loans funds to local pub¬ 
lic bodies set up under state law to provide low-rent housing 
and slum clearance. To date it has expended $800 million - its 
authorized limit. The federal government advances up to ninety 
per cent of the original capital to be repaid in sixty years; 
the local government supplies the remaining ten per cent. Fed¬ 
eral planning and supervision are part of the program, and 
coats are limited to $1,000 ($1,250 in cities of over 500,000) 
a room; an equivalent amount of alum property must be de¬ 
stroyed unless there Is a demonstrable shortage of housing. 

In addition, the authority. In order to assure the use of the 
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projects by low-income families, can grant annual subsidies 
(a total of $28,000,000 a year) amounting to eighty per cent 
of the operating costs (thus reducing rents), the remaining 
twenty per cent to be supplied by the locality, ordinarily in 
the form of exemption of the property from local taxes. Rough¬ 
ly, 190,000 family units had been provided (minus sltims de¬ 
stroyed) by January 1, 1941, and at that time plans had been 
initiated for building 8,125 units for defense workers. Like¬ 
wise many projects for which no funds are now available have 
been approved* 

The federal government has also instituted a different line 
of attack. The Department of Justice, acting in part upon dis¬ 
closures made to the TNEC, has begun investigation and prosecution 
of alleged conspiracies In restraint of trade affecting the build¬ 
ing Industry, The existence of combinations among unions, manu¬ 
facturers, and jobbers to keep prices high, to prevent the use of 
cheaper materials, improved equipment, and more efficient methods, 
and to enforce systems of graft and extortion seems to have been 
disclosed. The results of this campaign, especially in the long 
run, cannot yet be evaluated, but there is reason to expect im¬ 
portant reductions in cost to result in several large communities. 
Reference should also be made to the work, closely associ¬ 
ated with housing, being done by the TVA, the Department of Agri¬ 
culture (soil conservation), the Electric Home and Farm Authority, 
and, in some cases, by the WPA. In addition. New York City, has 
attempted to encourage the renovation of outmoded buildings by 
granting tax exemptions on such property* 

To date, in spite of large sums pledged and spent, the feder¬ 
al government has Incurred surprisingly small costs that It can¬ 
not reasonably expect to recover. 

PRIVATE BUILDING 

Private initiative has recorded many achievements independ¬ 
ently of government aid* Private construction accounted for the 
vast building program of the twenties, although much of it proved 
to be unprofitable. Today unaided private initiative can be count¬ 
ed on to satisfy only the demands of the wealthy and upper middle 
classes, but not those of the people whose needs are greatest. 
However, Improvements in construction methods, materials, and 
planning continue* Some corporations have constiructed houses for 
employees* One of the largest private projects recently completed 
is the $50 million set of buildings constructed In New York City 
by a large Insurance company on a business basis; with a large 
plot of land to work on the planning was on a scale sufficiently 



PUBLIC HOUSING 


355 


large to permit real economies. Rents will be within the range of 
most middle class incomes. The project demonstrates that much can 
be done in some situations on a purely business basis and that 
sound business planning contributes to progress in housing Just 
as does work undertaken from purely altruistic motives or sup¬ 
ported by government subsidy, 

REMAINING OBSTACLES AND OPPORTUNITIES 

Yet all these efforts, public and private, despite their un¬ 
questioned merit, have not even provided for the Increase in pop¬ 
ulation, to say nothing of maintaining and rebuilding the facili¬ 
ties that already were inadequate a decade ago. Rents are still 
high. The challenge today is greater than ever. What, then, should 
be done to meet it? The apparently obvious answer is; Build houses. 
Housing policy, however, must be planned with some regard for po¬ 
litical claims, the pressure exerted by private Interests, and 
the economic resources available. At best, a practicable program 
of construction must involve some compromise among these often 
conflicting factors. A few points, not always taken account of, 
should be made explicit and kept in mind. 

(1) The physical need for more housing space is growing and will 
continue to grow for some time to come regardless of changes 
in income; yet the total supply can be increased but slowly. 

The same applies to the quality of housing - opportunities 
for betterment are almost infinite, but changes cannot be made 
rapidly. 

(2) Under conditions similar to those prevailing in the last dec¬ 
ade substantial unutilized capacity In the construction In¬ 
dustry can be drawn upon. Therefore, the cost of new housing. 

In the sense of sacrificing other desirable alternatives, can 
be small indeed. Nevertheless, even under such conditions, 
shortages and bottlenecks limiting projected expansion can 
develop within short periods. A program can be too ambitious, 
forcing up costs because of a shortage of output in certain 
crucial industries. To minimize this danger every effort 
should be made to assure the free flow of productive resources 
to those points where they are needed most. 

(3) Large sums of idle funds are available for sound investment at 
relatively low rates of interest - three or four per cent. The 
supply of funds is still increasing, and housing offers one of 
the few outlets for profitable investment of huge sums in an 
absolutely assured physical (and probably economic) market. 

Use of these funds together with existing idle capacity offers 
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one of the beat opportunities for peacetime recovery, for in¬ 
creasing both dollar and real incomes. 

(4) New techniques of city planning have made notable improvements 
in providing light, air, convenience, comfort, economy, and 
aesthetic appeal over those existing when most of our present 
housing was constructed. Consequently, every effort should be 
made to encourage the best of planning. Even if some addition¬ 
al expense is involved, the results obtained by checking early 

* 

obsolescence, _i..^., increasing the life Income from houses, 
will often more than repay the extra initial Investment. Pri¬ 
vate as well as governmental builders can plan intelligently 
and should be encouraged, even forced, to do so. If any pub¬ 
lic subsidy is involved, such persuasion can be easily justi¬ 
fied} in other cases, where considerations of community wel¬ 
fare outweigh individual interest, wisely drafted zoning laws 
and building codes can be used to compel conformity. 

(5) The funds available for subsidies are limited, and, in fair¬ 
ness both to those paying and those needing them, should be 
spent as productively as possible. The greater the subsidy per 
family unit the smaller must be the number of beneficiaries. 
What direction, then, should policy take? 

SUGGESTED LINES OF ACTION 

Reduction of costs. Probably the most Important objective 
should be to lower net costs. The opposition of powerful inter¬ 
ests must be expected, and the most expedient policy will often 
be one of compromise. The investigations and prosecutions of the 
Department of Justice may bring Important results, directly and 
indirectly, and should be continued so far as the evidence war¬ 
rants. The government can make the expenditure of substantial 
funds - especially when its demand for certain commodities con¬ 
stitutes a large part of their market - contingent upon price re¬ 
ductions; what union members, material producers, and contractors 
sacrifice in unit price will sometimes be more than offset by the 
increased volume of business. Care should be taken to prevent gov¬ 
ernment expenditure from bolstering a price and wage structure 
which private business alone cannot support, while, at the same 
time, an optimxim employment of productive resources should be 
aimed at. Yardsticks for the production of certain materials such 
as cement may be useful indicators of proper prices. In some areas 
reorganization of marketing methods could, by eliminating unneces¬ 
sary middlemen's services, reduce costs. Standardization of plans» 
materials, and methods, the extension of pre-fabrication, contln- 
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ued research, and more efficient management all offer possibili¬ 
ties of economies which together can lower costs significantly. 

In many cases interest costs can be reduced from ten to 
thirty per cent without producing a shortage of funds. With a gov¬ 
ernment insurance fund bearing the bulk of the risk, this conces¬ 
sion could be legitimately demanded from lenders. Extension of 
the period of amortization would reduce the annual charge on own¬ 
ers of houses. 

Securing land. The land problem is basic and its satisfactory 
solution often requires governmental action. The most efficient 
planning and the greatest economies can be secured only where rel¬ 
atively large areas are available. On the outskirts of heavily 
populated districts large plots can often be obtained cheaply, 
but distance adds to the occupants' costs of transportation in 
both money and time, while new streets, schools, sewers, and util¬ 
ities must be built. Nearer the centers of work and trade land is 
ordinarily held by many owners in small plots; land values are 
high, and existing improvements however inadequate as judged by 
modern standards have some value. Purchase by private interests 
at reasonable prices when owners are forewarned of a project, and 
consolidation into plots large enough for really economical, well- 
planned building is seldom possible. Governments, however, have 
the power of eminent domain under which they can appropriate the 
land for public purposes, such as housing, by paying the owners 
a reasonable price. Greater use of this power would facilitate the 
implementation of any public housing program. In some cases the 
projected development will increase the value of nearby property; 
the government can use the resulting windfalls to lower the coat 
of the project by either condemning this excess area under the 
power of eminent domain or by assessing an increment tax to recoup 
this unearned increase. Location of earlier projects on the out¬ 
skirts of settled areas should tend to relieve congestion in the 
centers and, by lowering values, reduce the costs of later proj¬ 
ects. Land can also be acquired if the government retains all 


property seized in default of taxes and uses it directly or in ex¬ 
change to secure new housing sites. Land costs can also be reduced 
with or without governmental action by efficient planning which, 
among other things, reduces the area used for streets and alleys. 
Improved construction techniques, using such devices as modern 
automatic elevators, permit more intensive use of urban land. 


Readjusting taxes. Governments can perhaps also stimulate 
building by shifting some of the present tax on buildings to un¬ 
used land, increasing the burden on the owner of unimproved land 
(increasing the cost of holding land idle) and reducing the ef- 
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fective tax on new buildings. Jlew construction might be encouraged 
by adjusting the tax in some manner to the social costs which the 
buildings Impose on the cornmimity or by assessing improvements on 
their undepreciated values so as to favor new over old property. 

Yet, any effective, concerted drive by the government to re¬ 
organize the construction industry and adjust prices to incomes 
in the lower brackets will arouse violent opposition not only by 
those Interests Immediately affected but by others fearful of any 
extension of political power in economic fields. The practical 
problem is made more difficult because there is no general agree¬ 
ment on just how much should be done, what results can be expect¬ 
ed, or how the total sacrifices should be apportioned, 

MAXIMIZING BENEFITS 

Reduction in costs will not only increase the benefit pro¬ 
duced by each dollar of subsidy but will increase the number of 
those who can provide their own housing without any subsidy (in 
other words, reducing the number for which subsidy is needed). But 
if the lower middle class is enabled through cost reduction to 
provide for Itself, will that help the groups in greatest physical 
need, the millions of families with Incomes below $20 a week? Con¬ 
trary to some opinion the answer must be "yes" for city and town 
families, but probably "no" for farm families. The neediest can 
be helped not only by building for them new houses but also by 
enabling them to move Into houses vacated by those who move into 
new buildings, unless, of course, the existing housing is de¬ 
stroyed. Anything which relieves the pressure on available hous¬ 
ing facilities benefits the poorest classes. 

The initial impulse of many persons is to eliminate slum 
areas and enable the dispossessed to move almost immediately into 
model new developments. This is to a considerable extent the poli¬ 
cy of the USHA. Closer study should disclose the limits of such a 
program. In the first place, it will be at best many years before 
new housing can possibly replace all housing at present below the 
margin of physical adequacy. Therefore, new low-rent facilities 
must continue to be arbitrarily apportioned for some time (produc¬ 
ing little effect on general rental schedules); for many years 
facilities now at, below, or only slightly above the margin must 
be used by someone. Prom a humane point of view it makes, perhaps» 
little difference what economic groups are condemned to live in 
such buildings, though, since these are better than the worst now 
in use, the condition of the poorest classes would be Improved 
slightly by a movement upward to this level, while present tenants 
who remained would not benefit from the creation of modem housing* 
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From an economic point of* view, however, there would be a great 
difference because the poorer the tenants of the new buildings 
the greater the subsidy needed. Housing built without public sub¬ 
sidy relieves pressure at certain margins, reduces certain rents 
{or checks their rise), and so benefits even those groups which 
cannot afford the new facilities. Similarly, a small subsidy to¬ 
gether with competitive bidding by tenants for space will suffice 
to provide improved housing for large marginal groups. The homes 
vacated by them can then be made available to the poorer classes. 
In other words, by using government subsidies to help those near¬ 
est the margin of self support, improved, though not ideal, facil¬ 
ities can be provided for a far larger proportion of the sub-mar¬ 
ginal groups than if the same funds were used to provide these 
groups directly with new housing. The benefits of new housing 
will be spread over a larger area, rather than accruing entirely 
to certain relatively small groups with no regard for others. 

Newness in housing must be paid for, yet it is not physical¬ 
ly necessary and is something relatively few people will ever en¬ 
joy, Any attempt to provide completely new facilities for the 
poorest classes will reduce substantially the total improvement 
that can be provided for all. Let those who can afford it enjoy 
new homes - others will then have better homes than they do now 
and more of them than if everyone demanded entirely new dwellings. 

Undesirability of certain economies . A potential danger of 
building directly for the poorer classes is that attempts to econ¬ 
omize may result in buildings with a relatively high rate of ob¬ 
solescence and depreciation. Materials and methods may not be of 
the best and, perhaps a greater danger at present, style and 
standards may suffer. Size of rooms, sanitary facilities, eleva¬ 
tors, closets, storage space, playgrounds, cross ventilation, in¬ 
sulation, fireproofing, lighting, flexibility of size, and other 
elements of good housing may be sacrificed. In view of the con¬ 
tinued demand for the next generation new housing should be rela¬ 
tively permanent. 

Economies made now to bring present buildings within the 
reach of the poorer classes may reduce significantly their future 
utility and economic value. Once the initial expenses for founda¬ 
tions, walls, kitchen, plumbing, electrical and heating equipment, 
staircases, and other basic elements of construction,are incurred, 
the cubic contents, the size of the living space, can, within wide 
limits, be increased substantially with relatively little addition 
to total coat, especially monthly cost. The resulting Increase in 
total revenue and utility over the building's life will probably 
be far greater. 
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Remodeling . Extensive opportunities for bettering housing 
facilities with relatively little cost lie in rehabilitating many 
buildings, urban and rural, now in poor condition but basically 
sound physically. The results may not be ideal, but better homes 
will have been provided* Present owners may be compelled to im¬ 
prove dilapidated properties, while subsidies can be offered to 
those unable to bear the expense. Here again, if maximum benefits 
are to be secured, subsidies should not be made contingent upon 
rent limitation, though they may well be contingent upon limita¬ 
tion of profits. 

It is impossible to predict accurately the outcome of differ¬ 
ent policies, but without doubt present policies are quite inade¬ 
quate. Private enterprise has failed to provide the quantity and 
quality of housing urgently needed. To some extent this la due to 
the poverty of potential purchasers; yet much productive capacity 
has been idle for years, yielding its owners a very unsatisfactory 
return. At times, private industry will have no profitable market 
even at rock-bottom costs and with most efficient organization. In 
such cases a government subsidy seems economically and socially 
justified. Construction capacity should not be permitted to con¬ 
tract because of lack of profit; the physical needs are so great 
and the possibilities of quick expansion when incomes increase 
are so small that a subsidy designed to maintain a certain mini¬ 
mum output seems justified. The industry has been slow to organ¬ 
ize for operation at relatively full capacity to supply the market 
which increased incomes will provide. Public policy should be de¬ 
signed to encourage and perhaps compel important readjustments 
though the strength of the opposition (sometimes acting against 
its long-run interest) may call for some compromise with the ideal* 
In some cases private initiative definitely needs government as¬ 
sistance if the pleuined and expected results are to be achieved. 

To date the various public agencies have a number of impressive 
achievements to their credit, but the achievements are small c^- 
pared to the whole range of problems, and some of the policies 
being pursued are not those which promise maximum results from 
the necessarily limited expenditure. 

HOUSING AND THE DEFENSE PROGRAM 

The current defense program creates a new housing problem* 
During the first World War severe housing shortages seriously 1®" 
peded the national war effort* In many areas where workers were 
needed most urgently there were simply no facilities for housing 
them* Exorbitant rents, separation from families, high labor turn¬ 
over, long commuting journeys, and disaffection resulted* Private 



PUBLIC HOUSING 


361 


initiative was reluctant to invest in new housing to meet the 
need because it seemed obvious that the demand would shrink as 
soon as the war ended* Several months passed before the authori¬ 
ties came to appreciate the relation of the housing shortage to 
the scarcity of labor in the ship-building, munitions, and ordi¬ 
nance-producing areas. By direct building and granting of subsi¬ 
dies, governmental agencies then attempted quickly to provide new 
housing often of a temporary nature. The various elements of the 
program were poorly coordinated; costs in many cases were very 
high, though the Insistence on higher than emergency standards of 
construction helped account for the level of costs. Less than 
100,000 workers were provided with new dwellings, some of which 
were nothing more than dormitories, but improvement of transporta¬ 
tion facilities and a clearing agency for information on vacan¬ 
cies indirectly provided for many more. The bulk of the consti*uc- 
tion planned was not completed when the war ended. Most of the 
units were later sold for much less than they cost. 

Today the country as a whole is confronted by a more serious 
accumulated housing shortage than it was in 1917; it also faces 
the need created by vastly increased industrial activity in cer¬ 
tain areas. To some of these areas labor must be brought in large 
quantities from the outside, and most workers will be unable to 
find suitable places to live. In other cases workers whose in¬ 
comes are increased will naturally try to find better living ac¬ 
commodations, Rising rents will accompeny the increase in demand 
unless vigorous action is taken. In some cities real estate inter¬ 
ests seem to oppose new construction, fearing that when the crisis 
passes rents and values will tumble because of the expanded sup¬ 
ply. To house the workers in some plants entire new communities 
may be needed. In some respects, however, today's situation is 
vastly better than that of 1917. The significance of the relation 
of housing to defense is more clearly recognized by responsible 
officials. Considerable Information on the housing facilities 
available has been procured by the Housing Census of April, 1940, 
and a special WPA survey made in August and September, 1940. Fur¬ 
thermore, the government, working through several different agen¬ 
cies, has in recent years taken an active part in studying the 
housing problem, preparing plans, supervising building, and, to a 
small extent, building Itself. It is now fairly well equipped to 

Intervene and act wherever needed. 

By January, 1941, action had begun at several points. A housing 
section of the Advisory Commission to the Council on National De¬ 
fense had been created, appropriations of $290 million had been 
made, and work was progressing on nearly 28,000 federally-financed 
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dwelling \inlts. Over half, 15,800, were being constructed by the 
Navy, 6,880 by the Public Buildings Administration, which has 
general supervision of government buildings, and 5,100 under the 
USHA, Private building, largely binder the direction of the FHA 
and Federal Horae Loan Bank Board, was also progressing, and the 
Housing Coordinator estimated that 50,000 family units would be 
ready for occupancy by March, 1941, and 50,000 more would be under 
construction. Nevertheless, in many key areas, the measures taken 
(January, 1941) were insufficient to meet the demand, and more 
vigorous action seemed called for. Suggested supplements to a 
policy of new construction are: decentralization of defense ac¬ 
tivity, improvement of transportation, especially commuting, 
facilities, repair and conversion of existing structures, provi¬ 
sion of accurate information on vacant rooms and houses, improve¬ 
ment of building techniques, and use of trailers. There seems to 
be no lack of the material, labor, and capital needed, although 
shortages may appear in special areas, particularly where canton¬ 
ments or new factories are being built. On the whole, the most 
serious shortage is that of time. 



Section XIII. THE STATE AS REGULATOR 

INTRODUCTION 


Bie voice of the state has been heard throughout the markets 
of the land - in the markets for labor, for money, for corporate 
securities, for services and materials moving in international 
trade, for agricultural commodities, and almost everywhere. And 
it often occurs that "the voice is Jacob's voice, but the hands 
are the hands of Esau." The hands back of the state may be those 
of consumers, or of workers, or of industrialists - in short those 
of any one of the great interest groups. Thus the government has 
intervened to alter or supplant the workings of the traditional 
market process, ostensibly in the "public interest", but the pub¬ 
lic interest is often that of some particular group. Only rarely 
does the government say just what prices in these various fields 
shall be, though, of course, it may shape the bargaining condi¬ 
tions which affect prices. The private enterprise finds it nec¬ 
essary to adjust Itself to the new conditions; its management 
still has autonomy in deciding the basic questions of determining 
output In the face of market prices, and, if costs of all pro¬ 
ducers are increased by the requirements of the state, the pro¬ 
ducers in the main (though by no means completely) find it possi¬ 
ble to pass the burden on to consumers. 

The situation is distinctly different when the state directly 
regulates price. The regulated enterprises may remain in private 
ownership, but the market is changed; the price is no longer the 
direct outcome of the forces of supply and demand in the market. 
Instead, the producers must adjust themselves to a price which ^ 
theoretically is fixed by the state in terms of "public interest." 

But what is the "public interest"? That alone of consumers? 
Or, perhaps, that of Investors? Nowhere do we find these questions 
raised as insistently as in the field of public utilities. The 
questions are not merely economic, but also legal and political. 
The economic questions alone are perplexing and difficult. Regu¬ 
lation calls for a "fair" price, which is equitable to the con¬ 
sumer and also protects the legitimate investor. Regulation en¬ 
counters practices and problems also met in other Industries - for 
example, the pyramiding of corporate control through holding-com¬ 
panies, the impact of changing techniques upon the economic for- 
txmes of workers and Investors. Questions of fact arise at evei^y 
turn, suid even one of these Is hardly ever settled without dis¬ 
pute. In short, the problems of regulating utilities provide ex- 
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cellent examples of the difficulties of public control of private 
production for the market; they are difficulties of a kind that 
cannot be understood without fairly detailed consideration of 
technical problems. For the person who remarks glibly "let the 
state regulate", or "there ought to be a law", the experience with 
utility regulation should be chastening Indeed. 

The shortcomings of control, as well as a desire to use 
natural resources and develop human capacities more fully than is 
possible under private ownership, has led to a further step. The 
state steps from the role of regulator to that of owner and operr 
ator. And when it does so, it inherits the essential problems of 
risk-taking, of calculating costs against revenues and benefits, 
that characterize private enterprise. But these problems are 
overlaid with the additional problems of social planning. Hence, 
our principal experience in that field - the case of the T7A - 
deserves careful study. 

SUGGESTED FOR FURTHER READING 
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48. THE NATURE AND SCOPE OF PUBLIC REGULATION 


The task of government in regulating public utilities is dif¬ 
ficult and crucial. The whole conception of public control of pri¬ 
vate monopoly is on trial. If the methods now being used are work¬ 
able, they may well become the pattern by which we will control 
other industries, such as steel, petrolexun, and meat packing, 
which were once deemed competitive, but in which competition has 
been waning. If these methods are not successful, shall we turn 
to government ownership and operation? Merely to raise such ques¬ 
tions shows that the workings of regulation in the field of public 
utilities are a test of whether the interests of private enter¬ 
prise can be harmonized with the interests of the public. 

THE PURPOSE OF REGULATION 

When the state regulates the prices charged and the services 
supplied by an industry, it necessarily interferes with the mana¬ 
gerial policies of private enterprise. By what right does the 
state do so? The federal government regulates chiefly under its 
"interstate commerce" powers. State governments regulate under 
the aegis of the "police power," which is the broad power to leg¬ 
islate with regard to public health, safety, morals, and welfare. 
It is a commonplace in law that states may regulate any business 
that is "affected with a public Interest." But what Is an industry 
"affected with a public interest?" Bluntly, it is one which is de¬ 
clared to be such by the legislature, and admitted to be such by 
the courts. One may search the decisions of the courts in vain 
for some principle which will permit the establishment of a defi¬ 
nite category of "public interest" enterprises for present and 
future use. Each case is decided on its own merits, and though at 
times the Supreme Court has been reluctant to declare a business 
to be affected with a public interest, the general tendency seems 
to be to enlarge the category of regulated public utilities. The 
chief members of this group are: railroads, electric light and 
power, natural and manufactured gas, street railways, busses, tel¬ 
ephone and telegraph, motor and water carriers, pipe-lines, grain 
elevators, warehouses and stockyards. A complete list would in¬ 
clude many others. The extent of regulation In each field varies. 
Since, in the main, the problems of regulation have been most 
acute in the transportation and electric power industries, these 
are singled out here for special attention. 

Why are public utilities regulated? The basic reason is that 
the public believes that It cannot rely upon the force of competl- 
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tion to ensure the supply of an essential service at the lowest 
price consistent with the quality and quantity of service that it 
requires. Public utilities are a type of business in which compe¬ 
tition is not present, or, if it is, does not function satisfactor¬ 
ily. Sometimes monopoly exists because of the possession of unique 
locations - as, for example, water-power sites. Again it often ex¬ 
ists because competition is self-destructive and wasteful. This 
is the case because the huge investments of utility companies are 
virtually "sunk," and so give rise to fixed costs which are very 
high relative to operating expenses. Once price-cutting begins 
between two competing utility enterprises. It tends to go to ab¬ 
surd lengths. Prices are cut to the bone to a point where 

they barely cover the relatively small out-of-pocket expenses of 
providing the service. The end comes only when one company is 
ruined or is absorbed by the other, or when the companies agree 
to maintain prices or to combine their operations. 

In some Instances, public utility monopolies occur because 
physical conditions set limits to the existence of competing 
plants. Confusion and waste occur if several electric or gas com¬ 
panies compete for business in a single street, or even in a 
single town. Finally, in the Interest of good service, a monopoly 
may be far more desirable than competing companies; consider the 
nuisance of competing telephone lines in a single territory. For 
these reasons, severally or together, it is usually more economi¬ 
cal for one enterprise, or sometimes a non-competitive few, to 
serve a certain area than to attempt to maintain many small com¬ 
petitive enterprises in the same area. 

Monopolistic control of the market, though Important, is not 
sufficient to bring about price regulation. Public utilities are 
regulated not only because they tend to be monopolies, but also 
because they provide services or commodities that are generally 
regarded as vitally necessary to the modern way of living. True, 
there are substitutes for all utility services except water, but 
these substitutes are not ordinarily deemed to be satisfactory. 

It is the combination of monopoly and peculiar necessity that en 
ables an unfettered utility company to collect exorbitant charges 
and to discriminate between customers arbitrarily. Indeed the 
power of a utility company to charge for service is akin to the 
power to tax; it is far too great a power for good or evil to be 
entrusted lanreservedly to any private authority, and hence the 
state regulates. 

It is not enough for a legislature and the courts to agree 
that an industry may be regulated. How far may the state go in 
regulating? One important limitation to regulation is that the 
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property remains private. It Is protected by the due-process 
clauses of the fifth and fourteenth amendments to the United 
States Constitution.^ The courts have long held that the right to 
receive profits is an essential attribute of property. Any law or 
ruling, therefore, which, in the eyes of the court, unduly limits 
the profits of a business may be declared "confiscatory" and hence 
unconstitutional. Herein lies the protection of the private utili¬ 
ties; they flee to the courts from the edicts of the commissions, 
for the courts have the last word on whether a ruling is or is 
not confiscatory. 

THE BEGINNINGS OF RAILROAD REGULATION 

Up to about 1870, government played the part of the bene¬ 
factor rather than regialator of the railroads. Lavish grants of 
public lands and funds by all kinds of governmental units greatly 
helped the mushroom growth of the railway net. With this growth 
came also a host of abuses - financial, economic, personal, politi¬ 
cal. The country-wide protests which arose were especially bitter 
in the newly developed mid-western regions, and were strongly ex¬ 
pressed as a feature of the Granger movement. In the early 1870's, 
several mld-weatem states passed laws which prohibited unreason¬ 
able rates and unjust discrimination, prescribed the maximum rates 
to be collected, and created state commissions to enforce these 
provisions. In the historic Granger cases the United States Su¬ 
preme Court upheld the legality of the new statutes at every 
point. 

Though many of the specific provisions of the Granger regula¬ 
tion later came to naught, owing to shifting tides of economic and 
political forces, a precedent had been established. Before long a 
clamor for federal regulation resulted in a aeries of public in¬ 
vestigations. The evidence that was found strengthened the convic¬ 
tion of the public, and of some legislators, of the need for regu¬ 
lation to protect shippers and other users of railroad service 
from excessive rates and \injust discrimination in rates and ser¬ 
vice. The railroads Insisted that the states could remedy the al¬ 
leged abuses. But they ignored the fact that in the preceding dec¬ 
ade railroad traffic had become largely interstate, rather than 
Intrastate in character. Their arguments were stilled by the decl- 

1» 'Riese famous clauses are as follows! the fifth amendment de¬ 
clares, apropos of the Federal Government, that no person shall 
"be deprived of life, liberty, or property, without due process 
of law;” the fourteenth amendment declares that no state shall 
"deprive any person of life, liberty, or property without due 
process of law." 
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Sion of the Supreme Court in the Wabash case in 1886. The court 
ruled that state authority control was confined to Intrastate 
traffic, and that, even in the absence of federal action, the 
states had no power to regulate those portions of interstate op¬ 
erations which might lie within their boundaries. The Wabash de¬ 
cision thus placed the greater part of railway traffic beyond the 
reach of the states. 

THE INTERSTATE COMMERCE COMMISSION 

In 1887, Congress finally passed a compromise measure known 
as the Interstate Commerce Act regulating railroads and rail-and- 
water carriers. Its main provisions may be summarized as follows: 

(1) The act created the Interstate Commerce Commission. 

(2) It required that all charges should be "just and reasonable," 
and it made rebating a crime. 

(3) It prohibited discrimination in rates and service. The "long- 
and-short-haul clause" prohibited a greater charge for a 
shorter than for a longer haul over the same line, in the 
same direction, and xmder substantially similar circumstances 
and conditions. 

(4) It forbade all pooling and traffic agreements. 

(5) It required that schedules of all rates and fares be printed 
and posted, that they be filed with the I.C.C., and that no 
lawful increase in them might take place without ten days' 
notice. 

(6) It armed the I.C.C. with power to make these provisions ef¬ 
fective, to receive complaints, to investigate, to require 
reports from railroads, to prescribe uniform accounts, to 
compel testimony, to issue orders of compliance with the in¬ 
tent of the law as construed by itself, and to enlist the 
aid of federal courts in enforcing its oxniers. 

The main objective of the original act was to regulate the 
worst forms of competition by action against discrimination 
rebating. Regulation of rates as a whole was secondary, for com- 
peti'tlon was relied upon to prevent widespread extortion. Ihe 
long-and-short-haul clause was aimed at extending the benefits of 
competitive rates to places which did not enjoy a choice of 
routes. 

The mere fact, however, that the law was on the statue books 
did not mean that there was actual regulation. A brief period of 
fruitful preliminary work by the I.C.C. was followed by years of 
struggle to maintain its prestige and to discharge its duties* 
Railroad, financial, and industrial Interests combined to oppose 
any real control, and they had the support of the courts, which 
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were loath to see their juristic functions transferred by Congress 
to an administrative board. Within a decade, this opposition suc¬ 
ceeded in thoroughly removing the powers of the Commission. Prom 
a regulatory body with administrative, legislative, and judicial 
functions, the I.C.C. was reduced to an Innocuous agency for the 

collection and publication of statistics. 

Some of the difficulties of the I.C.C. arose from defects in 
the original act. Remedial legislation was passed in 1899, 1895, 
and 1903 to require notice of reductions in rates as well as ad¬ 
vances, to compel witnesses to testify, and to eliminate delays 
in enforcing the act. The railroads themselves favored legisla¬ 
tion to wipe out "personal discrimination" which favored large 
shippers, reduced railroad revenues, and aided in the growth of 
tnists. For these reasons the Elkins Act of 1903 made every de¬ 
parture from a published tariff a prima facie proof of discrimina¬ 
tion. It also struck at rebating by extending liability to rail¬ 
road corporations, as well as to their officers and agents, and 

to shippers who received the rebates. 

Far more serious than the gaps in the original law was the 
erosion of the authority of the I.C.C. by the force of judicial 
winds. The Supreme Court ruled that witnesses could refuse to 
give testimony, especially on Important questions of rates and re¬ 
bating, on grounds of constitutional immunity; not until 1896 did 
It correct this obstructive attitTude. Again railways contended 
that the I.C.C. did not have judicial powers, and for a decade 
the courts refused to accept the findings of the Commission with¬ 
out reviewing all the old and new evidence, thus nullifying the 
Importance of proceedings before the Conmission. Finally, in 1897, 
the rate-making power of the I.C.C. was effectively destroyed by 
the Supreme Court's ruling In the liaxiraum Freight Rate case; it 
held that the power to prescribe rates or fix any tariff for the 
future was legislative power which had not been specifically dele¬ 
gated by Congress to the I.C.C. As a result, the Commission could 
merely nullify past practices, but could do nothing to make cer¬ 
tain reasonable rates for the future. In the same year. In the 
Alabama Midland case, the Court effectually abolished the remnants 
of the rate-making authority of the Commission- It held that the 
I.C.C. had to regard any competition as justifying an exception to 
the long-and-short-haul clause. Inasmuch as it was easy for a 
railroad compsuiy to show some kind of competition at the farther 
point, the I.C.C. was virtually powerless to prevent discrimina¬ 
tion against the intermediate points wftilch were not so favorably 
situated. The only power which the I.C.C. retained was that of 
publicising whatever evils It was able to uncover. 
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At this juncture two more sets of occurrences fanned the 
flame of public hostility to the railroads. Forbidden by law to 
engage In pooling, the carriers sought to control competition by 
rate agreements." But these were adjudged Illegal combinations 
in restraint of trade In suits brought under the Sherman Anti- 
Trust Law. Yet in the next five years monopolization proceeded by 
the combination of railroad corporations. By 1905, thirty-nine 

persons could call themselves a majority of the board of directors 
of all railroads in the eastern states. 

The public once more demanded that Congress take steps to 
maintain competition among railroads. The vague fears of the 
shippers became a sharp reality when the railroads petitioned the 
I.C.C. to allow a series of rate increases on the ground that 
they were necessary to offset the rising costs of railroad sup¬ 
plies, materials, and labor. 

By the early 1900’s It was all too clear that If there was to 
be any Important regulation of railroads it was Imperative to re¬ 
pair the breaches which had been made in the authority of the 
I.C.C. by the railroads and the courts. Against the powerful op¬ 
position of the railroads, Roosevelt and Taft in the White House, 
and La Follette in the Senate, led a successful fight to strength¬ 
en the regulatory system. A series of laws rehabilitated and ex¬ 
tended the authority of the I.C.C. so as to make it for the first 
time, in spite of a few Important deficiencies, an agency reason¬ 
ably capable of protecting the public Interest. 

The Hepburn Act of 1906 and the Mann-Elkins Act of 1910 were 
the most Important of the new laws. Without listing their many 
details. It is sufficient here to indicate what they did, as a 
whole, to strengthen regulation. The I.C.C. was given the power 
to prescribe the maximum rates to be charged in the future, thus 
making it something more than a body to declare existing rates 
excessive or discriminatory. Advances in rates could be suspended 
by the I.C.C. pending proof of their reasonableness. The long-and- 
short-haul clause was made absolutely binding upon the carriers, 
with exceptions to be authorized solely by the Commission. The 
I.C.C. received authority over other Instumentallties or agencies 
of shipment or carriage, and so ceune to regulate express companies, 
pipe lines, and terminal facilities. 

To enable the I.C.C. to enforce these and other minor provi¬ 
sions, it was given authority to supervise strictly all accounts 
and records, thud supplementing its original power to prescribe 
uniform accounts. Finally, the new laws changed the details of 
procedure and enforcement, and the orders of the I.C.C. were made 
binding unless set aside by the courts. The courts themselves in 
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their later decisions acknowledged the dominance of the I.C.C. as 
the regulating agency, and concerned themselves more with the 
constitutionality of the actual provisions of the railroad stat¬ 
utes rather than with the wisdom or expediency of the orders of 
the Conmlsslon. 

The cap-stone of the pre-war regulatory structure was the 
Valuation Act of 1913, which directed the I.C.C. to determine the 
physical valuation of the railroads for the ultimate purpose of 
providing a scientific base for rate-making. This was demanded, 
at the time, as the means by which railroad rates would be brought 
down to reasonable levels. The Commission set to work at once, 
and only recently completed its task. 

LATER DEVELOPMENTS IN RAILROAD REGULATION 

The outbreak of the World War marked a turning point in 
railroad history. At that time the public character of railroads 
had been established, and steps had been taken to control them. 

The keynote of governmental policy was restriction of rates and 
enforcement of competition. Such regulation failed, however, to 
protect the credit of the carriers and to ensure the attraction 
of the capital needed economically to maintain and develop the 
transportation system. The functions Of the I.C.C. were largely 
restrictive In character; It could not reform the policies of 
management even though these might be bad. The prevailing legal 
and economic doctrines as to what constituted reasonable rates 
were chaotic. With no authority over the Issuance of securities, 
the I.C.C. could not prevent financial practices that undermined 
the credit of railroads and impaired their ability to render ser¬ 
vice. Finally, the rising costs of labor and supplies, though 
somewhat offset by better utilization of facilities, more traffic, 
and some rate increases, progressively reduced and in some cases 
wiped out the profit margins of the railroads. 

These clrc\imstances, by the end of 1917, led to federal oper¬ 
ation of the railroads. In a war-time emergency, the railroads 
were unable to adopt the cooperative measures necessary to meet 
tremendous demands for transportation service. They could not 
legally pool their freight and revenues In order to send shipments 
by the shortest route, or to avoid duplication of passenger facili¬ 
ties, or to make the fullest use of equipment. Railroad officials 
had attempted to cooperate In order to increase the efficiency of 
operation In the emergency, but they had not been able to prevent 
a growth of congestion which threatened to choke the whole trans 
portatlon system. Under federal operation, competition was for¬ 
gotten and the railroad net was made Into a single system, common 
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terminals and ticket offices were used; equipment and practices 
were standardized; passenger service was reduced to a mlnlmun. 
All energies were bent to win the war. In the pressure of energen 
cy, no attention was given to capital improvement. Rates were ad¬ 
vanced, but not enough to overcome increased costs of labor ma¬ 
terials, and equipment. The main objective was the movement'of 
military and industrial supplies to their destinations, and in 
this respect federal operation was a success. 

The experience with federal operation of railroads led In 
some quarters, to a strong plea for permanent government owner¬ 
ship and operation of the railroads. The temper of the country 
was otherwise and, on March 1 , 1920, the railroads were handed 
back to their owners. Their return to private ownership occurred 
under the terms of the Transportation Act of 1920, which speci¬ 
fied the steps to be taken in the transition from public to pri¬ 
vate operation. Of greater Import for the future, however, was 
the fact that the act was a new departure in regulatory policy. 

It evidenced the realization of Congress that regulation meant 
not merely restriction but also a fostering guardianship, which 

would aim to secure an adequate and efficient transportation sys¬ 
tem for the nation. 

Probably the most important of the several specific provi¬ 
sions of the Transportation Act was the statement of a definite 
statutory principle for fixing the general level of rates. The 
I.C.C. was directed to fix the general rate level at a point 
where the railroads, under efficient management, would earn a 
fa^ return on a fair value of their transportation properties. 
Certain earnings in excess of a fair return were to be "recap¬ 
tured by the government. The implications of the recapture rule, 
and the way in which it was applied, will be discussed later. 

Second in importance was the grant to the I.C.C. of power to 
control consolidations, mergers, and pooling agreements. In order 
to help solve the problems of the weaker roads, the I.C.C. was 
directed to prepare plans for the combination of railroads into a 
limited number of systems of approximately equal economic strength, 
and to give effect to these plans. It could also approve or dis¬ 
approve the extension or abandonment of existing facilities. These 
new seeds, however, bore a meager crop of Imperfect fruit owing to 
numerous and almost insuperable difficulties. 

Finally, the Act of 1920 gave the I.C.C. the power to regu¬ 
late the Issuance of railroad securities. Long and painful experi¬ 
ence showed that excessive and unsound issues of bonds and shares 
caused a heavy drain on the financial strength of the railroads 
and undermined their credit standing. The primary aim of security 
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control is the maintenance of railroad credit. Railroads still 
assTome the initiative in Issuing securities, but the authority of 
the I.C.C. is intended to safeguard against stock watering and fi¬ 
nancing of a dubious character. No guaranty attaches to securi¬ 
ties approved by the I.C.C. 

The pre-depression system of regulation seemed to work rea¬ 
sonably well in many respects, despite the grave difficulties 
caused by the valuation and consolidation problems, by changing 
economic conditions, and by the rise of new modes of transport. 
Traffic was good and rates were relatively high, and the railroads 
on the whole were able to recover their financial strength. Yet 
there were Inherent weaknesses in regulation and in the railroad 
industry. These came into the limelight during the great depres¬ 
sion beginning In 1929. It Is our purpose in succeeding chapters 
to examine these ills, their consequences, and their possible 

cures. 

THE DEVELOPMENT OF ELECTRIC-POWER REGULATION 

The present system of state regulation of electric and other 
local public utilities dates back to 1907. Before that time, sev¬ 
eral different forms of regulation had been tried and had been 
found wanting. Attempts to maintain competition between companies 
in a given territory had been wasteful and useless. Legislation 
specifying the maximum charges had resulted in rigid, spasmodic, 
and inept regulation. Franchises, which conveyed monopoly rights, 
were poor instruments of control; they were not flexible, were 
not self-enforcing, and were open temptations to graft and bri¬ 
bery. Finally, municipal authority did not extend beyond the 
bounds of a city, and hence could not cover the entire area of a 
utility company's operations, which was constantly widening as a 
result of advances in the arts of generating and distributing 


power. ^ , i.- j 

By the end of the century. It was obvious that the old methods 

of local control could not be relied upon, and that some new meth¬ 
od of regulation was needed. The new system was to be one of "sci¬ 
entific" regulation by administrative commissions created by the 
state. These bodies were to be armed with strong powers to regu¬ 
late a number of utility industries. Their job was to protect the 
consumers and to do justice in the conflict of interests between 

the public and the utility corporations. 

Modem state public-service commissions which were first es¬ 
tablished in 1907 In Wisconsin and New York. Other states rapidly 
followed* by 1921 there were commissions in all states (and the 
Distrlct'of Columbia) except Delaware. Typically, the public-utill- 
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ty commission has jurisdiction over several kinds of businesses: 
electric light and power, gas, railroads, street railways, tele¬ 
phones, water, motor busses. Our concern here, however, is with 
electric light and power. It is in this field that the greatest 
experience has been had by state regulatory commissions. 

POWER REGULATION BY STATE COMMISSIONS 

Prom the outset, regulation by state commissions was more 
effective than the confused system of local control that it dis¬ 
placed. Though the terms of the enabling acts varied widely, 
those which were most comprehensive were well suited to remedy 
the evils at which they aimed. The steps taken by the commissions 
served to justify the innovation of administrative regulation and 
met with the approval of both the public and the utility companies. 
The former enjoyed better service and protection from discrimina¬ 
tion; the latter was relieved of the threats of competition and 
local political persecution. 

From the outset, however, serious problems had to be faced. 
The rising costs of the wartime period led many companies to ask 
for rate increases. When the commissions granted them in order to 
insure good service, the rate-paying public protested. After the 
pressure of emergency, commissions reduced some rates; but they 
were opposed by the companies, which claimed that they should re¬ 
ceive a return upon their property as revalued at the higher price 
levels. The courts were inclined to be sympathetic to this claim, 
and commissions perforce went slowly in reducing rates. In the 
meanwhile, advances In the arts stimulated a vast movement for 
the integration of physical properties. The larger scale of opera¬ 
tion and the more intensive utilization of facilities resulted in 
substantial savings in costs and additions to earnings. Managers 
and financiers sought to retain these savings by taking steps to 
maintain a legal claim to revenues as high as they could possibly 
collect from customers, by: (a) insisting upon a "fair return upon 
fair value," which took the form of resisting all attempts of reg¬ 
ulators to reduce rates; (b) issuing securities which represented 
capitalization of earning power; (c) organizing holding companies 
in order to syphon profits from the operating companies. 

To protect this vulnerable position from public action, the 
electrical utility companies devised a powerful and elaborate 
propaganda machine. The purpose of the propaganda was to convince 
the public that regulation was successful and that stronger regu¬ 
lation or public ownership was not only unnecessary but also de¬ 
structive, un-American, and bolshevistic. Under these circum¬ 
stances, public-utility and holding-company securities represented 
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claims to protected earnings that loomed large in the rosy mist 
of the future. Thousands of consumers and employees were sold pow¬ 
er securities of all kinds; this was heralded as the coming of a 
new day of real "public ownership." 

By the end of the 1920s, this situation was so notoriously 
bad that several states and Congress ordered sweeping investiga¬ 
tions of utility practices and of the effectiveness of regulation. 
The investigating bodies found overwhelming evidence that the sys¬ 
tem of administrative regulation had to be overhauled or discard¬ 
ed, Public concern with these disclosures was turned into open 
hostility by the failure of several holding-company systems (not¬ 
ably that dominated by Samuel Insull), which brought losses to 
thousands of small Investors. All this led to the swift forward 
march of public action on electric power. During the thirties, 
(especially 1930-36) gaps in the statutory powers of state com¬ 
missions were plugged up, and new powers were granted. Public un¬ 
rest during the depression forced state commissions to take ac¬ 
tion, More important, however, was the expansion of federal con¬ 
trol, and the beginning of a program of public ownership. With 
this general background in mind, we can turn to examine in greater 
detail the several aspects of state control. 

POWERS AND DUTIES OF STATE COMMISSIONS 

The tabulation on the following page shows the number of 
commissions that had (or did not have) jurisdiction in January, 

1941 over important aspects of electric utility operation. Clearly, 
there are serious geographical gaps in the system of state control. 
Aside from Delaware, which has no commission, conmlssions in 
Florida, Iowa, Minnesota, Mississippi, Nebraska, South Dakota and 
Texas did not have general power over rates and service of elec¬ 
tric utilities. Even more Important, however, are the variations 
in the actual exercise by commissions of the powers they possess. 

Control of rates. The basic problem in the regulation of 
electric utilities is that of rate-making. The usual legislative 
standard is that rates must be just, reasonable, and non-discrim- 
Inatory. Commissions with rate-making authority may prescribe 
rates for the future, but only after hearings have shown that the 
existing rates are unreasonable. Ihe right to initiate rates still 
belongs to management, but the commission can inquire into them 
upon i^s own motion or upon complaint. To help speed rate reduc¬ 
tions, many state commissions have been given power (especially 
since 1930) to prescribe temporary rates pending a complete in¬ 
vestigation. Pull publicity of schedules of charges is always re¬ 
quired, and departxires from rates are illegal. Any sort of dls- 
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crlralnatlon, undue preference, and undue prejudice In rates (as 
well as in service) is specifically forbidden. 

The power of state commissions over rates is not as far- 

^ task to fix a 

Just or a reasonable" rate, and since the legislatures have 
no specifically defined these terms, commissions often find that 
the courts differ with them on the meaning of these terms in spe- 
c fic cases. The chief obstacles met by commissions in fixing 

SCOPE OF COMMISSION JURISDICTION 
OVER ELECTRIC UTILITIES, 194ll 


Rates . 

Service standards.. . . . . 

Accounting . 

Certificates of convenience or necessity . 

Issuance of securities . 

Consolidations and mergers 


Fairly 

Extensive 

41 

41 

41 

29 

32 

37 


None or 
limited 

7 

7 

7 

19 

16 

13 


rates are discussed in the following chapter. Suffice it to say 

here that the weaknesses in the regulation of rates by commissions 

have led to many demands for a sorapping of the entire system of 
administrative control. 

Control ^f service. The quality and quantity of the service 
rendered is scarcely less important to the public than Is the rate 
charged. Poor or unsafe service, with frequent breakdowns, la ex¬ 
pensive even at a low price. Commissions have gone far in prescrib¬ 
ing standards of service with respect to matters such as exten¬ 
sions of service within the franchise area, maintenance of voltage, 
use of alternating current or direct current, service interrup¬ 
tions. They Investigate and prescribe the kinds of meters to be 
used. Inspect and test such meters, and issue rules on such mat¬ 
ters as meter reading, billing, collecting, discoimts, turn-offs 
and turn-ons of service, etc. 

Another phase of service is the entry Into, expansion of, and 
abandonment of service by electric utilities. In twenty-nine states 
utility companies must now obtain a certificate of convenience and 
necessity from the public-service commission before they can ini¬ 
tiate service. By this means commissions are able to restrict un- 

1.^Source: Federal Power Commission, State Commission Jurisdiction 
.ggSmatlon of^ectrlc ^ Utilities'. January, 1941. The table 

includes the District of ColTombla and does not include Delaware. 
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economical duplication of facilities. Moreover, rural territory 
may be allocated among utility companies in about one-half the 
regulating states. Pew difficulties have arisen as to abandonment 
of unprofitable electric service. The general rule is that the 
company must take the lean with the fat, and, as long as a com¬ 
pany is making a fair return on the whole of its business, it 
must continue to serve that part of its territory in which it in¬ 
curs a loss. Obviously this rule cannot be pushed too far. 

On the whole, commission control of service standards and 
service entry and abandonment has been successful. Though hundreds 
of complaints with regard to service come before the commissions 
each year, they are usually settled quickly by informal negotia¬ 
tion. Electric companies have found that it is a good business 
policy to give good service. Complaints that service is inadequate, 
and that requests for service are Ignored, have come chiefly from 
rural areas. Utilities have been reluctant to venture capital in 
rural territories where returns are risky and meager when they 
have been able to obtain larger returns elsewhere. Commissions, 
however, cannot command utility companies to develop unexploited 
fields. In the last few years, therefore, the United States Rural 
Electrification Administration has been actively financing the 
construction of rural electric lines and facilities by cooperative 
agencies as well as private utility companies. 

Control of accounting and reports . Without a well-devised 
system of uniform accounts, commissions are unable to ascertain 
the basic facts and necessary details upon which their work is 
based. Commissions also must have power to call for annual reports 
and to require the utility companies to produce whatever informa¬ 
tion is needed for regulatory purposes. These powers are basic, 
and are now widely held. 

All except two state commissions regulating electric utili¬ 
ties have adapted a standard system of accounts for utilities 
vmder their jurisdiction. These systems are modern and leave lit¬ 
tle to be desired in completeness; they differ little from state 
to state. Uniform systems of accounts have improved the non-stand- 
ardized and incomplete accounting practices previously in vogue. 

But the mere prescription of accounts is not a guaranty of good 
accounting practice. Because of the small staffs at their command, 
most commissions have not been able to audit the private records 
80 as to check their accuracy and veracity. Again, because of tm- 
willlngness to interfere with management fvmctlons, most commis¬ 
sions have not prescribed the methods to be used in computing de¬ 
preciation. 

3 ecurity 1s sue a. Capitalization (i.e » , face value of stocks 
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and bonds outstanding) of a utility company Is of utmost Importance 
to the consumers and investors. It might seem that capitalization 
is of no concern to the rate-payers, because commissions fix rates 
upon the basis of the "fair value” of the property rather than 
according to the amount of stocks and bonds Issued. But experience 
has shown that over-capitalization always threatens - and is fre¬ 
quently very harmful to - the public interest. An Inflated capi¬ 
tal structure means poor credit in the long run, except under con¬ 
ditions in which earnings are excessive. A utility with poor cred¬ 
it standing cannot, economically, attract new capital for the bet¬ 
terments and additions which the public constantly requires. And 
when a company is over-capitalized, it makes every effort to earn 
enough to meet its large dividend and interest requirements. In 
particular, it will try to obtain as high a valuation as possible 
on its property, so that it may legally charge the most that the 
traffic will bear. It will also try to maintain profits by cutting 
down on maintenance and repairs; this leads eventually to poor and 
unsafe service. These consequences of over-capitalization cannot be 
avoided by fixing rates upon the basis of a fair return on fair 
value, because commissions and courts find it difficult, and even 
Impossible, to Ignore the financial needs of the utility companies 
if it seems likely that the service will be harmed. 

Despite sad experience with the need for security regulation, 
only thirty-two state commissions have power over the Issuance of 
securities, in some Instances only recently received. Usually, in 
these states, before a utility may issue securities it must obtain 
authorization from the state commission. Formally, authorization 
rests on examination of matters such as the purpose of the issue, 
the price and terms of the securities, the relation of the new 
issue to the company's existing capital structure and earnings# 
Commissions often have been lax in these proceedings, as well as 
with respect to checking the actual disposition of the proceeds 
of the issue. Some few commissions, however, have exercised real 
control, partially by working out the details of a particular is¬ 
sue in advance through extended conferences with the utility. Fi¬ 
nally, gaps in the state power to regulate Issuance of securities 
have to some extent been filled by the federal power legislation 
of 1935. 

Control of intercorporate transactions and relationships . 

When utility corporations combine, several queries arise. Does the 
combination result in economies? If so, do rate-payers and in¬ 
vestors receive a proper share? Or is the combination effected 
merely to concentrate financial control and to create an opportuni¬ 
ty for Issuance of excessive amounts of securities? Commissions 
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have often found themselves powerless to raise these and similar 
questions with the companies concerned, or to compel recognition 
of them as relevant issues. Even when they have done so they have 
not always been able to prevent practices which were financially, 
technically, and economically unsound. 

The two general types of intercorporate relationships that 
are Important for the present purposes are holding companies and 
interstate transmission of power. Bankers, promoters, and some¬ 
times managers have found the holding company to be an attractive 
method of controlling operating companies. They have found it so 
because (a) control of operating companies may be highly concen¬ 
trated with a relatively small investment, and because (b) state 
commissions could not, or did not, regulate holding companies in 
any important respect. Interstate transmission of power grew tre¬ 
mendously as networks of power lines spread over the country, and 
here too the states found that they were legally impotent to in¬ 
tervene on behalf of the public. Despite a decision of the United 
States Supreme Court which upheld the attempts of state commissions 
to Inquire into the contractual relationships between holding and 
operating companies, and despite increased authority received from 
legislatures, state commissions were unable to cope with the main 
problem of Interstate control. The enactment by Congress of the 
Public Utility Act of 1935 (to be discussed in Chapter 50) was an 
attempt to fill these serious gaps in power regulation. 

COMMISSION ORGANIZATION AND PROCEDURE 

The quality of regulation depends upon the character and 
ability of commissioners, the resources in men and money at their 
disposal, and their conception of the job they ought to do. Al¬ 
though in 1935 the members of a majority of comnlsslons were cho¬ 
sen by governors, the office was an elective one in twenty states, 
principally in the South. Elective commissioners are often swept 
into office by a party vote or in an unreasoning response to a 
demagogic attack on utility companies; It Is also possible for 
utility commissions to engage in politics so as to nominate and 
elect men who see eye to eye with them. There is little assurance 
that the man elected is well qualified by training and experience 
to be a good commissioner. Fortunately, the trend has been toward 
the appointment of commissioners. But this method, while proved in 
practice to be superior, also does not assure competent member¬ 
ship. All too often, commissioners have been appointed for politi¬ 
cal reasons, without regard to their capacities and technical 
ability or to their views on regulation. Moreover, tenure of of¬ 
fice often la too short for a new man to learn his job thoroughly. 
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and even when it is long enough, the conmissioners often leave 
their training school for better-paying jobs In private business. 

In making decisions, commissioners are strongly Influenced 
by the knowledge, experience, and attitude of their staffs. But 
the ability and size of the staff depend largely upon legislative 
appropriations. As a whole, commissions have been underfinanced. 

It has been estimated by competent authorities that in the year 
1935-36 thirty-five state utility commissions spent a total of 
little more than $8,000,000 in regulating all types of utilities 
within their jurisdictions. Of this s\im, almost one-half was 
spent by the four largest commissions. The property to be con¬ 
trolled was valued at more than $25 billion (even if railroads 
are excluded). In 1936, the annual electric revenues alone were 
two billion dollars. This parsimony in commission budgets has led 
to neglect of various statutory duties, to lack of independent 
study and investigation of "long-mm" problems, and to inability 
to cooperate satisfactorily with other public authorities, such 
as municipalities and federal boards. That a weak staff means 
weak regulation is now being recognized, and commission staffs 
gradually are being reorganized and strengthened. 

The attitude of many commissioners during the 1920's that 
their jobs were judicial weakened regulation. Commissions were 
originally conceived as agencies which should take positive steps 
to reduce rates, to improve service, and to achieve other ends 
important to the public interest. In the post-war period, however, 
many commissioners proceeded upon the belief that their function 
was judicial, and so sat back, waiting for the public to bring 
complaints to them and then deciding, upon the basis of evidence 
presented to them, what the justice of the case was. But consumers 
are poorly prepared to bear the heavy burden of proof, especially 
in a contest with a company which has all the facts and as much 
money as it needs at Its own disposal. The situation was so bad 
that critics charged that the commissions had abandoned the con¬ 
sumer. But the political and economic forces at work since 1929 
have helped to raise the administrative function to its original 
position of equality with the judicial. 
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PROBLEMS IN RATE REGULATION 

Probably the most controversial and bitterly foti^ht Issues in 
utility regulation are those relating to control of the price of 
utility services. The statutes require utility rates to be ''rea¬ 
sonable.” Yet utilities oppose the efforts of public authorities 
to limit their net earnings, or to determine the methods of pric¬ 
ing to be used. Experts who agree on the need for regulation, dis¬ 
agree on the objectives to be attained and the standards of rate 
determination to be applied. Finally, the courts, which have as¬ 
sumed the power to review the reasonableness of rates fixed by 
public authority, have contributed to the difficulties of regula¬ 
tion by insisting upon vague standards which have never been 
clearly defined. Within the limits of the present work, only the 
bare elements of the basic problem can be presented. 

The regulation of rates may be considered as invoLving two 
basic problems. The first is that of fixing the total revenues 
which a company is entitled to receive from all its customers - 
1«e» . the level of rates. The second problem is to collect this 
total amount from the various classes of customers by means of 
specific rates. The two problems are, of course, closely interre¬ 
lated: any‘change in the level of rates can be effected only by 
changes in the structure of specific rates; moreover, the amount 
of each of the specific rates Influences the demand for service 
and, hence, the output and the total costs and revenues. For clar¬ 
ity of analysis, however, the two basic problems may be discussed 
separately. Both must be faced in the control of railroads and 
electric utilities, though details are different in the two in¬ 
dustries owing to differences in the technical and economic milieux 
in which they operate. 

At present, the method of setting the general level of rates 
is guided by the rule of the United States Supreme Court, which 
first was enunciated In 1898 in Smyth Ames (160 U. S. 466). A 
utility company, has, under ordinary circumstances, the right to 
charge such rates as will yield it a "fair return” on the "fair 
value" of the property it devotes to the public service. Such a 
"fair return" is, of course, in addition to all necessary operat¬ 
ing expenses, taxes and annual depreciation. Out of the fair re¬ 
turn, the utility company pays Interest and dividends to its in¬ 
vestors . 

Coramlsslons must, therefore, test the reasonableness of rates 
by reference to a fair return on fair value. How la this done? The 
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following illustration shows, in simplified fashion, the general 
method of determining the total revenues to he collected: 


Fair value . $1,000,000 

Fair rate of return. 7 ^ 

Fair return.$ 70,000 

Operating expenses . 180,000 

Total annual revenue (to 

he collected from consumers) . $ 250,000 


The company in the above illustration Is entitled to charge 
rates sufficiently high to yield $250,000 annually, out of which 
it meets its annual expenses of operation and keeps a. fair return 
as compensation for the use of its capital. Interest on bonds and 
dividends on stock come out of the fair return. The "fair rate of 
return" - seven per cent - is merely assumed here; it may he lower 
or higher before courts or commissions will deem it unfair. 

The principle of fair return on fair value rests upon a cost- 
of“3®rvice theory. On the other hand, however, a utility company 
is not guarant eed a fair return if it is unable to earn all that 
it is legally entitled to earn - because of competition, business 
depression, or inefficiency of .management. In such instances, the 
value of the service limits earnings to less than affair return"; 
witness the case of railroads in the last decade, which earned 
very low returns. 

Thus, commissions are theoretically required to allow at 
least a fair return on fair valueThe first step, then, is to 
determine the "fair value" (or, more accurately, the "rate base")* 
Though the criteria of fair value have been discussed at length 
by the courts, the basic opinion is still that of Smyth v. Ames. 
This opinion is so Important and so far-reaching that it is quoted 
here at length. The court said: "We hold, however, that the basis 
of all calculations as to the reasonableness of rates... must be 
the fair value of the property being used by it for the convenience 
of the public. And in order to ascertain that value, the original 
cost of construction, the amount expended in permanent improve¬ 
ments, the amotint and market value of its bonds and stock, the 
present as compared with the original cost of construction, the 
probable earning capacity of the property under particular rates 
prescribed by statute, and the sum required to meet operating e*" 


1. Legally, they may allow more if they believe it economically 
desirable and reasonable to do so; actually, the level 
pensation is so high that few commissions have felt justili© 
establishing reasonable rates on any higher level. 
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penses, are all matters for consideration, and are to be given 
such weight as may be just and right in each case. We do not say 
that there may not be other matters to be regarded in estimating 
the value of the property..." 

This broad statement left the door open to debate on the 
criteria of fair value; debate, indeed, has never ceased. Suc¬ 
ceeding decisions have wiped out some of the irrelevant criteria 
mentioned by the court (such as operating expenses), but they 
have consistently upheld the spirit of the decision - namely, 
that fair value is a judgment in which several considerations 
must be given due weight. The weight to be given to each consid¬ 
eration has been the cause of controversy. 

CAPITALIZATION AND MARKET VALUE 

Two of the criteria of value mentioned in Smyth v. Ames may 
be discarded as totally unreliable and unsound. The amount of 
bonds and stocks would seem to be a good measure of the suras of 
money contributed to the capital of the company by Investors. But 
it is common knowledge that the amoxint of securities is not nec¬ 
essarily (or even usually) the same as the amount of money in¬ 
vested. The records of moneys received and actually invested may 
have been incomplete or lost, destroyed or altered. Capitalization 
is of little use in fixing the basis for rates, except where (as 
in the case of Massachusetts) the Issuance of securities, the 
Investment of money, and other financial practices have been 
strictly and continuously supervised by a regulatory commission. 

If this were done, capitalization (and surplus) would represent 
the amount of actual Investment in the enterprise. Of investment 
as a measure of value more will be said later. 

Market value is another unsound criterion of property value. 
In Smyth v. Ames the court mentioned both the market value of 
stocks and bonds and the probable earning capacity of the property 
under the rates presented. The former is not pertinent, for the 
market value of stocks and bonds may be exaggerated by manipula¬ 
tion. In the long run, the market value of stocks and bonds would 
be determined by the process of capitalizing the prospective 
earnings of the business. This is a fair method of determining 
the value of the property of ordinary competitive enterprises. 

But it cannot be used where the earnings are not competitively de¬ 
termined, as in a public-utility industry. 

To use market value as a ba'sls of rate-making Is to make rate 
regulation futile. The process of rate-making would be a circular 
one, as the following illustration shows. A compsmy has net 
earnings (after deduction of all expenses) of $1,200,000 per year. 
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Its rates are attacked as being exorbitant. It shows, however, 
that the market value of its property is $20,000,000 if earnings 
are capitalized at an assvuned fair rate of return of 6 % ($1,200,- 
000 divided by .06 * $20,000,000). harket value Is assumed to 
equal fair value. Now if the company is entitled to a rate of re¬ 
turn of 6^ upon fair value, it completely justifies the past 
earnings of $1,200,000 ($20,000,000 times .06 = $1,200,000) and 
thereby completely demonstrates the "reasonableness" of existing 
rates. Thus capitalization of earnings assumes in advance that 
the rates in question are reasonable. Nor can market value be de¬ 
termined merely by going into a market for utility properties as 
such, for large properties are not bought and sold in thousands 
every day as are shoes, trucks, or securities. 

With market value eliminated, two other criteria for fair 
value remain, viz . , reproduction cost and original cost. A re¬ 
finement of the original cost criterion known as the "prudent 
investment" principle, will be described below. The arguments 
advanced in favor of one or the other of these principles in any 
specific case are usually complicated, tortuous, and opportunis¬ 
tic. A historical review of the controversy over the proper basis 
for fair value shows no consistency in arguments; the only con¬ 
sistency which can be observed is that consiimers and their repre¬ 
sentatives argue for cost of reproduction or original cost, 
whichever is lower , whereas the companies argue for cost of re¬ 
production or prudent investment, whichever is higher . 

COST OF REPRODUCTION 

With the passage of time, two main criteria of fair value 
remain, viz., reproduction cost and original cost. The usual 
meaning given to reproduction cost by those who argue for it 
(chiefly the utilities) is the cost of reproducing the existing 
property as it stands at the time of the rate inquiry, using 
present methods of construction, under existing conditions, and 
paying the prevailing prices for land, materials and labor. The 
line of argument runs as follows : the purpose of regulation is to 
approximate the price which would prevail under normal competi¬ 
tion; this can best be done by valuing the property at the cost 
to reproduce, for the value of competitive industrial properties 
tends to approximate the cost of reproducing them. Utility rates 
based on reproduction cost would appear to be fairly closely 
aligned with changes in the general level of competitive prices. 
Furthermore, cost of reproduction would enable a utility to earn 
a return which varies as general prices vary; the purchasing 
power of the owner's dollar is stabilized. The Influence of argu- 
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merit of this kind led the courts to give dominant weight to re¬ 
production cost during the 1920's; the commissions, perforce, had 
to follow suit. 

The argument that cost of reproduction stabilizes purchasing 
power cannot be accepted. Logically it should call for a return 
to the investor that varies with the index of general prices 
rather than with changes in the cost of reproducing the property. 
But there is no necessary and close correlation between these two 
sets of prices. Moreover, holders of bonds and preferred shares, 
who supply well over seventy per cent of utility capital, and 
whose Interest and dividends are fixed, do not share in an in¬ 
creased return in a period of rising prices. All the gain goes to 
common shares, many of which are held by holding companies. In the 
event of a severe price decline, a revaluation of utility proper¬ 
ties would endanger, if not destroy, the earnings and equity of 
the common shareholder. Thus reproduction cost would make utility 
securities speculative, and probably would.increase the required 
price of capital. 

Finally, the current cost of reproducing existing property 
is not a proper standard for approximating competitive prices. 

The only appropriate cost of reproduction would be the cost of 
replacing the service by the most modern and economical plant and 
facilities using the most efficient methods of construction. But 
this concept does not appeal to utility systems which still place 
a value on facilities which are obsolescent and costly to operate. 
Practically, it would be next to impossible as a means of deter¬ 
mining the ’’fair value" of a property, to apply the cost of a 
hypothetical new plant because just what such a plant would cost 
would be so subject to speculative imagination, controversy and 
uncertainty. The threat to the financial stability of utility 
companies of any rapid advances in technology would also be very 
likely to increase risk and level the costs of capital. Hence, 
the cost of the hypothetical new plant has not made much headway 
in actual practice, though an outspoken group of theorists are 
strongly in favor of it. 

Experience shows that cost of reproduction is not an easy, 
economical or workable basis for rate control. Ihe task of inven¬ 
torying and appraising the property of a modern utility enterprise 
is enoimoua and is extremely costly to all. With reproduction cost, 
this tedious and costly process must be repeated every time a rate 
issue arises, and, as yet, no means of keeping the old valuation 
up to date by index numbers of price has been endorsed by the 
Supreme Court. Every element that enters the final appraisal 
figure is subject to guesswork and controversy. All sorts of ex- 
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travagant claims are made for the Inclusion in reproduction cost 
of allowances for good will, water rights, appreciation of land, 
going value, and intangible values# There is no lack of opportu¬ 
nity for Imaginative experts to pad values. Such determinations 
of reproduction cost are a mystic ceremony rather than a scientif¬ 
ic procedure. 


ORIGINAL COST AND PRUDENT INVESTMENT 

Original cost means the cost of the property at the time that 
it was built, plus, of course, the cost of improvements and ad¬ 
ditions, less the retirements from time to time. Owing to the fact 
that the original records of many enterprises have been lost or 
destroyed, or that they are not reliable, it is often necessary 
to revert to approximations and to attempt to determine what the 
property must have cost at the time It was built. This is diffi¬ 
cult to estimate for the early years of utility operation, but can 
be determined with relative ease and accuracy for the period in 
which public regulation has been in effect. Usually such original 
cost is adjusted to arrive at the "prudent investment" by wiping 
out those expenditures which were made fraudulently or without 
ordinary business prudence. 

Prudent investment as a method for determining rate base is 
suppoi'ted by a majority of reputable economists and valuation ex¬ 
perts. It is definite and objective, and, once fixed, it can be 
kept up to date by continuously recording the cost of property ad¬ 
ditions, as well as of retirements. A few progressive utility com¬ 
missions now require utility companies to keep such records. Above 
all, however, the investment basis of rate-making eliminates the 
hazards to the utility of changes in price levels; it pushes 
toward one goal of regulation, which is to wipe out the specula¬ 
tive aspects of utility finance. It is objected, however, that 
this stability also means that rate levels are made rigid and that 
they cannot be kept rigid in a worlds of ever-changing prices. It 
is said that capital will not flow into public utilities in times 
of rising prices when other industries beckon with larger returns; 
and that in times of depression, even if rates were maintained, 
capital would not be needed. And it is doubtful whether rates 
could be maintained in the face of declining voliunes of business 
and popular demands for cuts in times of depression. Utilities 
would be denied that security of return for which they gave up the 
golden opportunities of boom years. But this obstacle is not in¬ 
superable; if price levels increase and utilities need a greater 
monetary return in order to attract new capital, they can be given 
a larger Income by adjusting the "fair rate of return" in whatever 
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manner may seem to the commission to be desirable. 

EFFECTS OF THE RULE OF FAIR VALUE 

The argxunent as to the relative merits of the different 
bases of valuation is to some extent, academic. It is entirely 
conceivable that any basis for valuation could be made to work if 
skillfully and consistently applied. But the difficulty is that 
under the present law of the land no single, clear-cut criterion 
can be used. Most comralsslons originally favored prudent invest¬ 
ment as the rate-base. But a series of decisions by the Supreme 
Court of the United States forced commissions to use "present 
value" as the rate-base. "Present value" of the property of a 
given company is determined by a hodge-podge of educated guesses, 
in which varying weights are given to the cost of reproducing the 
physical plant, and to original cost including appreciation in 
land value plus allowances for Intangible values based upon es¬ 
tablished earning power. The courts Insist that fair value cannot 
be determined by any formula but must be reached by a judgment in 
which due weight is given to all factors which may properly in¬ 
fluence that fair value; but what due weight is, nobody knows. 

The effects of the present-value rule have been twofold. 
First, in times of prosperity utility companies have been enabled 
to write up the book values of their properties as a means of 
maintaining rates at as high a level as possible. In this way 
electric-power companies have avoided reducing their rates in 
accordance with the notable economies continuously effected in 
the supplying of electricity. And the railroads were able practi¬ 
cally to checkmate the attempts of the government to recapture 
excess earnings under the Transportation Act. 

The second effect of the present-value doctrine is to prevent 
commissions from determining rates accurately and economically. 

If a proposed rate range is contested by a company, a commission 
must make an extremely tedious and costly appraisal of the utility 
property, and it must analyze the company's past records and 
future prospects of earnings. If after- this procedure the company 
atm objects to the ruling of the commission, it may appeal to 
the courts for a review of the case, or the commission may seek 
Judicial action to enforce its order. In the past, the effect of 
Judicial review of rates has been to hamper and even to nullify 
the work of the administrative body. It is a general rule of law 
that courts will accept the findings of commissions as to the 
facts of a case, and will merely review the conclusions of the 
commission as to the law, 1. e., as to whether the rate fixed la 
or Is not confiscatory. But the distinction between questions of 
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law and questions of fact is quite hazy. In practice, important 
rate cases are quickly appealed to the federal courts, which have 
shown no hesitancy in appointing a special master who proceeds to 
reopen the entire case, redetermine all facts, and rehear all 
evidence, both old and new.^ 

The commission, fighting to defend its original order is at 
a great disadvantage in waging the long and exhausting legal bat¬ 
tle which usually follows. The vagueness of "present value" helps 
to prolong the litigation. An important rate case may drag through 
the courts for several years. If, in the end, the courts uphold 
the commission, the valuation may be out-of-date and new litiga- 

I 

tlon may arise. Under these conditions, the costs of rate regula¬ 
tion to both the commission (that is, the public) and the company 
(which often passes them on to consumers) are often enormous. And 
one cannot measure the cost in terms of the frustration of effec¬ 
tive rate regulation. 

Have the deficiencies of this procedure been exaggerated by 
its critics? The defenders of the valuation system show that most 
rate disputes are settled quickly by negotiation between the com¬ 
missions and the utilities or by formal proceedings before the 
commission. A review of rate orders of state commissions shows 
that rate cases are appealed only occasionally. But this proves 
too much. Commissions are willing to negotiate with companies be¬ 
cause they want quick results and want to avoid the "ordeal by 
battle" of a formal valuation proceeding. Moreover, because of 
the fear of court reversals, commissions tend to allow rates that 
will not be contested by utilities. 

The present-value rule might possess some virtue if it were 
consistently constjrued to reflect reproduction cost. In the years 
of depression prices after 1929, a strict application of present 
value would have cut the rate-base of many utility properties down 
to the original cost, or, in the case of properties built at high 
price levels, even far below original cost. Valuations undertaken 
during the depression are now said by utilities to be obsolete 
owing to the recovery in price levels. Rate reductions have been 
made, to be sure, chiefly due to the threats of public ownership* 
to insistent public opinion which goaded commissions into greater 

1. The so-called Johnson Act of 1934 (U. S. Statutes at Large, 
vol. 48, p. 775) amended the U. S. Judicial Code in an attempt to 
remedy this practice. Orders of state agencies as to intrastate 
rates may not be appealed to federal district courts until 
adequate judicial remedies available in the state courts have be 
exhausted. This does not prevent appeals to the U. S. Supreme 
Court, but is intended to diminish the influence of the lower 
federal courts. Whether this measure will reduce the length and 
expense of rate litigation yet remains to be seen. 
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activity, and to the realization of managers that lower rates 
might bring in more business, and hence check the decline (or 
even cause an increase) in revenues and in income* 

RATE OF RETURN 

The second step In setting the rate level is to determine a 
fair rate of return. Rarely is the rate of return fixed by law, 
as It was by the Transportation Act of 1920, or by the temporary- 
rate laws of New York which specify a five per cent rate of re¬ 
turn on book value of property pending a final determination of 
rates. In the absence of statutory definitions courts require 
commissions to determine the rate of return by the exercise of a 
"fair, enlightened, and independent judgment as to both law and 
facts." The guiding principles are that the rate of return should 
be high enough to a.ttract the capital needed for extensions, that 
it should be about the same as the rate of return earned by other 
enterprises in the same region which have corresponding risks, 
that it should not be below the confiscatory level on the one 
hand nor lead to rates in excess of the value of the service on 
the other. Commissions may also consider the need of a reward for 
economy of operation and initiative in management, and the need 
for reserves for natural and economic contingencies. 

It would seem that these principles should lead to consider¬ 
able differences in the actual rates of return allowed for dif¬ 
ferent companies. But in practice the rate of return has been 
determined casually and by custom, without any great regard for 
the real need of such returns. As a result, the rate of return 
had tended to be standardized. Before 1929, in New York State, 
electrical utilities were commonly granted eight per cent as a 
fair rate of return. Elsewhere rates of return on electric pro¬ 
perties averaged seven and one-half per cent and frequently were 
higher. Since 1930, commission allowances have been lower, cen¬ 
tering between six and seven per cent. 

Rates of return allowed have been far above the cost of most 
of the capital raised by electric utility companies. In the 
1920a, bonds were issued to yield 4.6 per cent to 5.5 per cent, 
while preferred stocks yielded from 5.5 per cent to 6 per cent. 
Since 1932, vast amounts of utility bonds have been refunded to 
yield three and three and one-half per cent. Credit capital often 
forms one-half or more of a company’s total capitalization, while 
preferred stocks may account for another quarter. The fact that 
rates of return allowed to utility companies have been, in gen¬ 
eral, much higher than rates paid by the companies on their 
bonds and preferred stocks means that the full amount of the 
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difference accrues to holders of common stoclc.^ 

As a result, common s toclJ^olders receive returns much higher 
than are necessary to attract new capital, and there la every in¬ 
centive to maximize the issuance of fixed-return securities which 
form a heavy burden upon the utility in cases of diminished earn¬ 
ings. The speculative element in utility securities is enhanced. 
These conditions have led to suggestions that the rate of return 
should be differentiated according to the various classes of 
securities issued, in conformity with the necessary cost of ob¬ 
taining such capital. Thus, for example, the New York Commission 
on Revision of the Public Service Commission Law recommended in 
1930 that "for future Investments the rate shall be fixed for 
bonds and preferred stocks at the market price received from the 
purchaser and that for common stocks the Public Service Commis¬ 
sion and the companies shall agree upon a reasonable rate of 
return necessary to attract new capital..." But under the present 
law this scheme could hardly be applied to past investment and 
there seems to be little effort to develop It. 

The standard rate of return has been criticized because it 
offers no incentive for a company to strive for greater efflcien- 
cy, or to keep abreast of advances in technology* Commissions 
have sometimes been willing to reward special initiative in a 
sub-rosa fashion by not changing rates if a company reduces its 
costs of operation. If commissions always reduced rates so as to 
pass on to consumers the full saving in costs of operation, utili¬ 
ty managers would gain nothing from their efforts. As a result, 
one criticism of the regulatory system is that It has not pro¬ 
vided as much incentive for reductions of cost as it should. Re¬ 
cent experiments suggest that it may prove to be possible to 
avoid the inherent defects of regulated monopoly by a manipulation 
of the return. Thus it is possible to calculate the earnings re¬ 
ceived in excess of a stipulated minimum return as a result of 
rate and cost reductions or of increased consumption, and divide 
them between the company and its customers; the former would thus 
receive a larger profit, the latter, reductions in rates. This 
plan has been used in Washington, D. C. since 1924 and, with the 
aid of an alert commission, it has made an excellent showing. 

1. To illustrate, assvime a utility with a property valuation of 
$1,000,000, which is allowed a rate of return of six per cent, 
yielding a return of $60,000. Assume also a capital structure ol 
$600,000 bonds yielding four per cent, and $300,000 of common 
stock. Bond interest will absorb $24,000 of the return, leaving 
$36,000, or an amoxuit permitting a dividend payment of twelve P® 
cent, for common stock. 



THE PRICE OF UTILITY SERVICES 


391 


OPERATING EXPENSES 

In addition to a fair return, a utility company is entitled 
to recover its expenses of operation - i*e*, outlays for labor, 
materials, coal, oil, salaries, rentals, fees, as well as taxes 
and an allowance for property depreciation. Such expenses range 
in the neighborhood of seventy per cent of total revenues. This 
means that accounts must be carefully prescribed and checked to 
prevent padding of expenses, or to prevent a company from entering 
construction costs as operating expenses and at the same time 
claiming them as an addition to the fixed assets, or to require 
adequate - but not excessive - charges for depreciation in order 
to maintain the security of the Investment. But owing to a general 
failure carefully to analyze the reported data, the operating ex¬ 
penses as reported by companies are usually accepted as reason¬ 
able. If, for example, a commission does strike out or reduce an 
operating expense item - such as excessive salaries to officials 
or fees to holding companies - it finds that the courts will not 
allow it to substitute its own judgment for that of the directors 
of the corporation. Expenses usually cannot be disallowed unless 
it can be proved that there has been fraud, or bad faith, or an 
abuse of discretion on the part of the management or the direc¬ 
tors. The commissions often have found themselves virtually unable 
to prove that payments of operating companies to affiliated but 
unregulated companies were excessive or unreasonable. Other ex¬ 
penditures are usually carefully watched by operators, who wish 
to widen the margin between expenses and revenues. Even so, very 
little has been done to ascertain standards of operating efficien¬ 
cy which may be used in passing judgment on the efficiency of 
operation. 


RATE SCHEDULES 

After the general level of rates has been found, the next 
step is to fix a schedule of specific prices* for various classes 
of service. The function of rate schedules is: first, to enable a 
company to recover from customers as a whole the entire amovmt of 
revenues to which it is entitled at law; second, to collect from 
each class of customers its proper share of the total revenues, 
without discrimination. It is desirable, moreover, that rates be 
"promotional," i.e., designed to promote a greater use of service 
by more customeTs. Both companies and commissions find that it is 
difficult to design a rate schedule which is sufficiently compre¬ 
hensive with regard to these various features to meet all their 
needs. 

In practical rate-making it is necessary to group customers 
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into classes to which a given schedule is to apply. Electric com¬ 
panies have separate schedules for residential, commercial, whole¬ 
sale, large power, and many other classes of service; railroads 
group articles of traffic under common headings and quote rates 
for blanket territories. The rate schedule for each class applies 
uniformly to all in that class. 

What guide should be used in quoting specific rates? Value 
of service has serious defects as a sole guide in rate-making. A 
company could not be allowed to price all services at "all that 
the traffic will bear," for that would allow it to exercise its 
full use of monopoly power. It would discriminate between custo¬ 
mers according to their ability to pay, or according to their 
ability to resort to substitute services. 

Under these conditions rate regulation would be practically 
useless. For these reasons commissions have relied upon the cost 
of service in fixing specific charges. This criterion would seem 
to be exact and unequivocal. But it is not, for a large portion 
of total costs are incurred jointly for all services rendered to 
all customers rather than directly for particular classes of ser¬ 
vices to particular customers. A breakdown of the total costs of 
electric service in any community shows three groups of costs? 
customer , energy , and demand costs. Customer costs include the 
expenses of meter reading, billing and collecting, and fixed 
charges on meter investment, and can be traced directly to each 
customer. Energy costs consist largely of fuel, oil, and labor 
used up in producing the "raw" energy, and tend to vary with the 
number of kilowatt-hours supplied. Demand costs include the fixed 
charges (^.e.. Interest, taxes, and depreciation) on investment, 
chiefly generating plant, transmission lines, and distribution 
facilities (sub-stations, transformers, feeder lines). It is 
generally said, therefore, that customer and energy costs can be 
readily allocated to each class of customers. But the demand 
costs, which by and large are incurred jointly for the various 
groups of customers, must be apportioned among customers in a 
more or less arbitrary fashion. 

The total of the costs allocated to each class of service 
does not fix the rate, for if it is higher than the value of the 
service, the customer will not pay the rate asked. But the rate 
to any particular class of customers cannot be less than the di¬ 
rect cost of supply, for if it is, the company would be better off 
if it did not serve that customer group. Somewhere between these 
two levels of value of service and the direct costs the actual 
rate must be fixed; the final result, influenced by the forces of 
the market place, is justified by the explanation that the joint 
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costs are allocated in accordance with the value of the service* 
Industrial users of power, for example, ordinarily will not stand 
high rates because they can use oil, coal, or gas as sources of 
power or heat, and may even generate electricity for themselves. 
In any event rates for such service must be low enough to compete 
with the costs of substitutes, but they should not be less than 
the costs specially incurred for such service. At the same time, 
they should be made to contribute some proper share toward joint 
costs. 

Where there are no adequate substitutes for electricity (for 
such purposes as lighting and small appliance operation) the con¬ 
sumer may be made to bear the burden of joint costs which other 
classes cannot or will not pay. This does not mean that competi¬ 
tive classes of business should be abandoned. If a competitive 
class of business is taken on at a rate that includes some share 
of joint costs, it thereby helps to reduce the costs of supplying 
non-competitive uses. Also, by taking on additional business of 
the right kind, the existing plant is more fully utilized, thus 
reducing unit costs and perhaps leading to the construction of 
larger and more efficient generating stations* The development 
of the electrical industry has depended, and probably must con¬ 
tinue to depend, upon rates designed to attract a diversity of 
classes of business* 

The fact that value of the service weighs heavily in fixing 
rates opens the door to charging defenseless customers all that 
they can possibly be made to pay* Ihere has been widespread com¬ 
plaint that domestic and commercial customers have been burdened 
with more than a fair share of joint costs and that the existing 
rates hinder rather than promote the widespread use of electricity 
which can add so much to the standard of living. At the present 
time commissions face several important tasks. They must obtain 
more Information regarding the costs of serving various types of 
customers - especially the costs of distribution - in order to 
wipe out any unjustifiable discrimination* They must proceed to 
standardize the form of rate schedules and to eliminate obsolete 
types of rates. Progressive companies are not waiting for action 
by commissions, but are themselves trying to develop standardized 
rate schedules that are more equitable and more promotional than 
those in effect in past years. 

RAILROAD RATE LEVELS 

Under the Transportation Act of 1920, the Federal government 
sought to establish a stable, adequate and continuous railroad 
service* This approach emphasized not merely the Interests of the 
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shippers in low rates, but also the revenue needs of the railroad 
system. Hence, the I.C.C. was given power to establish mlninium as 
well as maximiun rates, and was directed to fix the level of rates 
so that they would yield, for railroads as a whole (or for groups 
of them), a fair return on fair value. Railway credit and its 
necessities were to be given full consideration. But rates were 
to be uniform in order to foster inter-system competition. Under 
such uniform rates, "strong" roads would earn higher returns than 
weak roads; higher, in many cases, than the amounts necessary for 
the maintenance of sound credit. As one means of achieving rough 
equality of treatment, one-half of all returns in excess of six 
per cent on fair value were to be "recaptured" by the government.^ 
This ingenious scheme for socializing unnecessary profits 
broke down because of administrative and legal difficulties. The 
I.C.C, used valuations compiled pursuant to the-Valuation Act of 
1913 - which were a compromise between reproduction and original 
cost - as a basis for calculating fair value and hence fair re¬ 
turn, But the railroads pressed the merits of reproduction cost. 
The Supreme Court, while it upheld the legality of the principle 
of recapture, ruled in 1989 that the valuations of the I.C.C. 
failed to give sufficient weight to reproduction cost. But, since 
the Court did not specify what the specific basis of valuation 
should be, the I.C.C. was faced with an intolerable burden of 

which would Interfere with essential regulatory work. 

It recommended in 1931 that recapture be abandoned, and this was 
done in the Emergency Transportation Act of 1933. 

Aside from recapture, the statutory rule that the level of 
railroads rates be sufficient to yield a fair return on fair 
value proved practically Impossible to apply. It assumed, erron¬ 
eously, that railroads as a whole had an effective monopoly of 
transportation of goods and people. But the federal government 
Itself had virtually excluded the railroads from directly com¬ 
peting with intercoastal shipping in 1912, and had, in the 19203, 
contributed heavily to the expansion of the network of motor 
highways, and to a lesser degree to the development of Important 
inland waterways. Competition, then, became an active force which 
undermined the ability of the railroads to get enough traffic at 
rates sufficiently high to yield a fair return. Moreover, the 
railroad rates were so Interwoven with each other and with the 

1, The Act also increased the power of the I.C.C. to prescribe 
through routes and the equitable division of revenues accruing to 
the various lines handling such through traffic. Thus it could 
and did order a division of rates to aid weak lines by preventing 
needed revenues from passing to prosperous connections* (New 
England Division Case, 261 U. S. 186 (1923)) 
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economic structure of the country that it proved impossible to 
adjust rates as a whole in order to produce the prescribed amount 
of net Income for the railroads. It is true that in 1920, the 
Commission had allowed substantial, general, and country-wide in¬ 
creases in railroad rates to comply with the requirements of fair 
return. But thereafter the Commission found it necessary or ex¬ 
pedient to recognize the controlling Influence of general busi¬ 
ness conditions or the effects of competition by other agencies# 

Between 1920 and 1929, as a result of the railway rate in¬ 
creases of 1920 - not entirely cancelled by subsequent decreases - 
and a high level of business activity, railroads on the whole 
came to constitute a relatively strong system. Credit improved, 
new capital came into the Industry, and many additions and bet¬ 
terments, which led to lower operating costs, improved the 
quality, and increased the capacity of railway service, were made# 

Owing to business depression and Increasing competition, a 
decline in traffic began In 1930, which, by 1933, had reduced 
railroad revenues to one-half of what they had been in 1929# The 
railroads applied to the I.C.C. for a blanket increase in rates. 
The I.C.C. did not grant the request, on the grounds that the 
railroads had not proved that the Increase would be "reasonable" 
in each case, and that higher rates would mean lower rather than 
higher revenues. This ruling virtually nullified the rate-making 
principles of the Act of 1920 and foreshadowed the Emergency 
Railroad Transportation Act of 1933. 

The legislation of 1933 wiped out the old provisions for 
fair return on fair value and for recapture of excess earnings. 

It set forth a new rule of rate-making: from that time forward 
Individual rates were to be just and reasonable, and were to give 
due consideration to "the effect of rates on the movement of 
traffic; to the need, in the public interest, of adequate and 
efficient railway transportation service..; and to the need of 
revenues sufficient to enable the carriers, under honest, econo¬ 
mical, and efficient management, to provide such service." The 
emphasis is upon reasonableness of individual rates as judged by 
their effects upon the movement of traffic and upon revenues. 

The Commission obviously has to formulate and enforce de¬ 
cisions which, in essence, are an exercise of managerial discre¬ 
tion and business judgment. Since 1933, the various Increases and 
decreases that have been allowed clearly show the effects of this 
responsibility. Responsibility along these lines was enlarged in 
the Transportation Act of 1940, which extended the system of 
regulation applying to the railroads to motor and water carriers. 
But It was feared that the Conmlssion might fix the rates of such 
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carriers at a high level in order to protect rail traffic and 
railroad revenues. Congress therefore required that, in pre¬ 
scribing rates, the Commission must consider along with other 
factors the "effect of rates on the movement of traffic by the 
carrier or carriers for which the rates are prescribed." This ap¬ 
pears to mean that rates must be fixed with an eye solely to 
their effects on traffic of the carrier in question, and not re¬ 
gard to their effects on competing carriers. 

SPECIFIC RAILROAD CHARGES 

Rates of rail and other carriers have an enormous Influence 
on the location of industry, the flow of trade, and the welfare 
of specific industries or communities. Indeed carriers often 
possess powers of life or death over entire communities and in¬ 
dustries, especially when the products of two or more regions 
compete in a given market. Though the same principles apply to 
railroad rates as apply to rates for electric light and power, 
the conditions which regulation must face are much more complex 
in the case of the former. Railroad rate structures were solidi¬ 
fied before the I.C.C. began to regulate them and, being embedded 
in the economic structure of the coxmtry, were much more difficult 
to change than the rates for local electric light and power ser¬ 
vice. Railroad rates always have been much more competitive than 
electrical rates, for railroads compete with other agencies of 
transport and often with each other as well. A further cause of 
difficulty is that railroad rates must be made for thousands of 
different commodities handled as freight, in addition to rates 
for mail, express, and passengers. The present tariff schedules 
contain something like fifty million individual rates on the 
carrying of various commodities between various points under dif¬ 
ferent conditions of service. Finally, railroads depend upon In¬ 
dustry for revenue to a much greater degree than do power utili¬ 
ties and so are more profoundly affected by business depression 
than are electrical revenues. 

Both the cost and the value of service influence railroad 
rates. Yet the railroad business is one which is affected, in 
peculiar degree, by joint costs. These are costs which arise be¬ 
cause of the necessities of conducting the business in general, 
but' which cannot accurately be allocated to particular items of 
traffic. A certain number of trains must be run in order to main¬ 
tain service and to attract business, and the cost of each trip 
is not separable from other costs. And even though certain costs, 
such as coal and labor, can be calculated separately for a trip 
in one direction, it is extremely difficult to allocate these ex- 
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penses to each of the numerous different items that may be in the 
cars. Any cost allocation is determined largely by estimate. 

Hence, transportation charges generally reflect the principle of 
what the traffic will bear. Commodities of high value but small 
bulk (such as silk) pay a higher rate per ton-mile than do goods 
of great bulk and low value isuch as coal). Goods that will move 
at high rates are charged high rates. Industries located on a 
certain railroad may get special rates to enable them to compete 
in the market; otherwise, the railroad would lose traffic in the 
face of heavy fixed costs. 

Rates based on value of service are limited by certain defi¬ 
nite factors; they cannot be higher than the cost of shipping by 
alternative routes - such as other railroads, motor carriers, 
inland and coast-to-coast shipping. Yet rates cannot be less 
than the direct or out-of-pocket expenses of performing each ser¬ 
vice. Thus rates for the carriage of fruits and vegetables cannot 
be fixed at less than the costs incurred in refrigerating and 
handling these perishable products, and of moving them at higher 
than average speed. 

The relative Importance of these several factors has varied 
from one territory to another because of geographical or histori¬ 
cal conditions of economic development. In the Eastern rate terri¬ 
tory, the freight charges for goods in the same classification 
are based upon the distance over which the goods are shipped, 
though the total charge is not exactly proportional to distance. 

In other regions of the country, special influences have dictated 
a modification of the distance principle. Thus, because of the 
competition between ocean shipping and transcontinental railroads, 
the railroad freight rates from the Pacific coast to points east 
of the Rocky Mountains do not vary greatly with distance. 

Though the I.C.C. has sought to minimize these special in¬ 
fluences on rate-making as far as possible by a greater use of 
the distance principle, it has had to be careful not to uproot 
industries, destroy commercial centers, or otherwise disturb 
long-established interests. For some years regulatory officials 
have sought to place greater emphasis upon cost of service than 
upon value of service in revising existing rate structures. But 
the competition of motor vehicles has caused railroad officials 
to reaffirm the importance of the value-of-service principle. 

What the effect of motor competition upon railroad rates will be 
in the future is difficult to say. It cannot be doubted that the 
competition of motor carriers will be controlled or toned down by 
the regulation of motor carriers which is now in its beginnings, 
but which probably will Increase. 
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Government regulation of railroads and electric power utili¬ 
ties has had to adapt itself to new technical, financial and 
economic developments in both fields. Attempts to solve the fi¬ 
nancial and service problems of railroads amount now to attempts 
to regulate and coordinate the entire transportation system of 
the country. And the problem of electric utility regulation, 
while still one of rates and service, has Increasingly come to 
be one of controlling the financial and corporate structures of 
the holding-company systems, and of regularizing the economic re¬ 
lationships between interstate electric operating companies. In 
consequence, the area of federal jurisdiction in fields of trans¬ 
port and electric power has expanded. New legislative policies 
have been adopted and federal commissions are now in process of 
attempting to apply them practically. In so doing, they must con¬ 
tend at present, not only with the forces of ordinary industrial 
change, but also with the extraordinary problems of a defense and 
mobilization effort. 

EXPERIENCE WITH RAILROAD CONSOLIDATION 

The Transportation Act of 1920 had been hailed as a new 
forward-looking charter for the relations of government and rail¬ 
roads. But rarely does any scheme fulfill the fond expectations 
of its authors. The events of the next fifteen years dispelled the 
hopes that a final solution of the railroad problem had been de¬ 
veloped. As shown in the preceding chapter, the scheme of regxila- 
ting rates to provide a fair return and of recapturing excess 
earnings proved impracticable for economic and legal reasons. "Die 
fault lay partly with the failure of the law to give the I.C.C. 
comprehensive jurisdiction over the rates and services of alter¬ 
native modes of transportation which enlarged their business at 
the expense of the railroads. 

Even if the commission had such authority, however, it had 
Insufficient power to compel the consolidation of railroads into 
strong and efficient operating systems, and to prevent wastefiJl 
stimggle among financial corporations for control of railroad 
properties. True, the Act of 1920 had instructed the I.C.C. to 
draw up a comprehensive plan to regroup the nation's railroads 
into a limited number of systems. Congress required that such a 
plan should meet certain criteria: (l) as far as possible, com¬ 
petition between systems was to be fully preserved; (2) existing 
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trade routes were to be maintained wherever practicable; (3) the 
systems were to be arranged so as to equalize their rates of re¬ 
turn. By combining weak with strong roads, it was hoped to 
achieve uniform but competitive rates, to achieve economies in 
operation, and to strengthen railroad credit. But the law did not 
give the commission power to compel railways to consolidate in 
any way or in accordance with the plan. The initiation of pro¬ 
posals for consolidation of specific lines was left to the will 
of the carriers, but these could not be consummated without ap¬ 
proval of the commission. Such approval could be given only upon 
a finding that the proposed plan was in harmony with the master 
plan, that it was in the public interest, and that the new 
capitalization would not exceed the aggregate valuations of the 
properties as determined by the commission. Pending the consumma¬ 
tion of such a comprehensive plan, the commission was authorized 
to approve the acquisition of a controling interest in one rail¬ 
road by another, if such acquisition was in the public interest. 

The consolidation scheme proved a failure. The difficulty 
of drawing up a plan which would be reasonably acceptable to a 
major proportion of carriers delayed the publication of the plan 
until 1929; this plan was modified in 1932. By virtue of its ex¬ 
perience, the commission became convinced that such a formal 
blue-print was more a pious hope than a sober possibility. Mean¬ 
while, the I .C .C . had approved a number of acquisitions of stock 
control by one carrier in another which seemed economically de¬ 
fensible, even though a complete plan had not been published. 

More important, however. It had no power over acquisitions of 
railroad stocks by holding companies or financial Interests. 

There developed a struggle for acquisition of control of railroad 
properties in which the dominating consideration was the control 
of traffic and the desire of ambitious railroad interests to pre¬ 
sent the I.C.C. with a fait accompli which would compel a read¬ 
justment of consolidation provisions in their favor. Competitive 
bidding for control often resulted in extravagant expenditures, 
and required the support of banking interests. This activity 
ended with the coming of the depression when operating-company - 
and hence hoiding-company - securities shrank in value; what was 
probably the most spectacular of the control systems, that of the 

Van Swerlngen brothers, collapsed. 

In 1933, lack of authority by the I.C.C. over holding-com¬ 
pany control was remedied. But even then little came of the 
general consolidation plan. During the depression, it was finan¬ 
cially impossible to effect the transfers necessary for the 
redistribution of control. Again, the requirement that the capl- 
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talizaMon of a new consolidated company be limited to the value 
of the constituent properties would have required a complete re¬ 
capitalization of the industry; many of the existing roads al¬ 
ready were capitalized at amounts greater than their "values", 
as these had been estimated by the I.C.C. Moreover, such values 
themselves were in dispute. Finally, railroads would not volun¬ 
tarily initiate consolidation proposals which were financially 
disadvantageous; thus the large and basically strong lines were 
willing to combine with smaller strong roads having strategic 
value, but were unwilling to take over financially weak roads. 

Clearly, railroads will never be consolidated according to 
the I.C.C. plan except by compulsion. Being unwilling to use cora- 

Congress revised the law in 1933 so as to permit con- 

DISTRIBUTION OF TRANSPORTATION BUSINESS IN UNITED STATES, 1939^®^ 


Ton-miles of freight Passenger-miles 



Amount 

Per cent 

Amount 

Per cent 


(millions) 

of total 

(millions) 

of total 

Railways 

336,100 

61.9 

23,669 

8,6 

Highways 

46,000 

8.5 

248,859 

90.6^®^ 

Inland waterways 

96,249 

17.7 

1,486 

.5 

Pipe lines 

65,015 

12.0 



Air carriers 

11 

(b) 

678 

.3 

Total 

543,375 

100.0 

274,692 

100.0 


(a) From Interstate Commerce Commission, Annual Report, 
1940, page 23. 

(b) Less than 0.01 per cent. 

(c) Private automobiles accounted for 85.4 per cent of 
all inter-city passenger miles; busses acco\mted 
for 5.2 per cent. 

solidatlon or merger or unification of any two or more carriers 
at the commission's discretion, without any requirements as to 
recapitalization. 

Public concern with the "railroad problem" during the 19203 
rapidly changed during the 19303 to a concern with the "trans¬ 
portation problem". The breakdown of production and trade caused 
railroad traffic to fall off and earnings to dry-up. But these 
troubles were not merely temporary. The depression revealed the 
serious consequences of conditions and conflicts that had been 
developing for a long time. 

New transportation agencies have developed rapidly since 
1920 and are continuing to develop. Passenger automobiles in¬ 
creased from 6,7 million in 1920 to 23.1 million in 1930 and to 
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26.2 million in 1940. Motor trucks, numbering less than a million 
in 1920, increased to 3.4 million in 1920 and to 4.4 million in 
1940. Airways in 1930 flew 84 million passenger miles in domestic 
service; in 1939 they recorded almost 750 million passenger miles. 
In the meantime pipe-lines for the transmission of oil, gasoline, 
and natural gas were greatly expanded, replacing the carriage of 
crude oil, gasoline, and coal by railroads. By 1939 the distri¬ 
bution of traffic excluding coast-wise intercoastal trade, has 
assumed the proportions shown in the table on the preceding page.^ 
In addition to diversion of traffic that has resulted from 
competition, freight tonnage has tended to shrink because of the 
falling off of foreign trade, the relocation of industries with 
reference to raw materials and markets for finished products, 
the reduction of long-distance cross hauling, and the diminution 
of coal traffic owing to the foregoing forces and the increasing 
use of oil and electricity. 

The effect of these combined changes on railroad traffic and 
rates has been disastrous. Passenger revenues of Class I rail¬ 
roads^ decreased sixty-four per cent from 1921 to 1929, and in 
the same period (when Industrial production rose markedly) freight 
revenues dropped seventeen per cent. It is true that the more 
recent rise of business activity has proved a boon to railroads, 
but their competitors have benefitted even moreSince the first 
World War, chiefly during 1920-30, railroads Increased their in¬ 
vestments by almost $6 billion, largely in intensive development 
of equipment, main and yard tracks, and sidings. The financial 
outcome may be summarized briefly. In the 19203 railroad revenues 
had been upheld by the Increasing level of business activity, 
and returns on investment of Class I roads had centered about 
four per cent; In contrast, in the 19303, the loss of revenues 
was so great that despite efforts to reduce operating expenses, 
return on Investment averaged slightly less than two per cent. 

Indeed in 1932, 1934, and 1938, Class I railroads as a whole 
had failed to earn enough to meet fixed charges (l.e., interest 
on debt plus rentals). While railroads have reduced operating ex¬ 
penses (chiefly for wages, materials, maintenance and deprecla- 

~1. In addition to inland traffic shown in the table, the net 
coastwise traffic amounted in 1938, to approximately 138.6 million 
tons • 

2. Those whose annual operating revenues are one million dollars 
or more; these account for the vast bulk of railway revenues. 

3. The Federal Reserve Index of Industrial Production in 1939 was 
approximately the same as in 1929; in contrast freight revenues 
were approximately one-third lower. 
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tion) they have had to bear a heavy burden of capital charges. 
Railroad revenues are small in relation to property investment; 
and such investment is financed largely by bond issues.^ Hence, 
with revenues declining, operating expenses "sticky”, and interest 
costs fixed, many railroads have been forced to forego dividends, 
or even to go into default. By July 1940, 107 railways operating 
76,989 miles of road or almost one-third of all railroad mileage, 
were in receivership or trusteeship. 

In the early years of the depression, the efforts to help 
the railroads were largely motivated by the desire to maintain 
financial stability and to safeguard investors' interests. Freight 
rates were increased in 1931 to help the most needy carriers. The 
increases were made with the proviso that the revenue proceeds 
should be used by the Railroad Credit Corporation (a private 
enterprise) to make loans to railroads falling to earn their 
Interest charges. But this scheme quickly proved inadequate to 
meet the desperate financial plight of most railroads. The for¬ 
mation of the Reconstruction Finance Corporation in 1932 made 
public funds available and large loans were extended to enable 
railroads to meet maturing funded debt and interest on debt, to 
carry on construction and repairs and to repay bank loans.^ 

NEW-DEAL TRANSPORTATION POLICY 

Under the New Deal, the federal government continued to ex¬ 
pand its investments in the railroads. Such a policy, however, 
could not remedy basic defects. An attempt was made to create ef¬ 
fective supervision over the financial groups controlling rail¬ 
roads by giving the I.C.C. power over hoiding-company acquisi¬ 
tions, and, by authorizing it to ass\ime active sponsorship and 
large responsibility in reorganization proceedings. It was In¬ 
tended particularly to protect small investors, to prevent the 
dissipation of the corporate estates, and to conserve the inves¬ 
tors* interest by pruning the often exorbitant charges of 
trustees, counsel and protective committees. The outcome of such 
control is difficult to evaluate because the process of reorgani¬ 
zation is still complex and easily delayed, and both creditors 
and stockholders have been unwilling to face the reality of losses 

1. In 1939, steam-railroad revenues were $4 billion compared with 
a stated property investment (less depreciation reserve) of «p2o. 
billion. Total railway capitalization was $21.1 billion of which 
fifty-four per cent was ftuided debt. 

2. To January 31, 1940j the RPC had authorized loans of $814 
lion to eighty railroads; of this $671 million had been disburse 
and $221 milliofi repaid. 
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which a sovmd reorganization would entail.^ While the New-Deal 
administration was responsive to the financial needs of the rail¬ 
roads, it was also sensitive to the pressures of other interest 
groups - namely labor and the users of railway service.^ 

Yet the regulatory activity of the I.C.C., together with 
public aid to railroads, was not adequate to meet the difficulties 
of the transportation system* The regulatory measures and princi¬ 
ples in effect were essentially restrictive in nature; they were 
Intended to deal with conditions of expansion and proved inade¬ 
quate for dealing with contraction* Ihe I.C.C. could neither as¬ 
sure the railroads the revenues which they required to preserve 
their investment, nor could it adjust rates in accordance with 
general economic changes. It has been charged that the I.C.C. 
exercises broad managerial supervision over railroads* Yet it has 
no control over carrier expenses, including labor costs; it has 
only limited power to compel reorganization of financial struc¬ 
tures; its power over rival modes of transport has only recently 
been extended (1935 and 1940); and it has no effective power to 
promote economically desirable consolidation and coordination* 

Ihe work of the commission is quasi-judicial, and is marked by 
delay and concern with specific conflicts of various Interests* 
There is little time for planning and prevention* 

Positive attempts on the part of the government to improve 
the economy and efficiency of railway operation have not been 
markedly successful. The Emergency Transportation Act of 1933 
created the office of Federal Co-ordinator of Transportation, to 
which Ilr. Joseph B. Eastman, of the Interstate Commerce Commission, 
was appointed. The Co-ordinator was to undertake sl:udies leading 
to operating and management economies and to make appropriate 
recommendations to regional coordinating committees of railroad 
officials; if these recommendations were not accepted, the co¬ 
ordinator had power to issue orders to effectuate them. According¬ 
ly, numerous and impressive coordination studies and recommenda¬ 
tions were made. Little came of them, however, since the Co- 


1. The extent of such possible losses may be judged by the fact 
that the I.C.C. has recommended average reductions of seventy per 
cent in the fixed charges of roads involved In reorganization 
plana that have been brought before it. Interstate Commerce Com¬ 
mission, Annual Report, 1940, page 26* 


2. Railroad labor, declining in numbers with the falling off of 
traffic, fought to protect its share of income. With the aid of 
government pressure, it obtained recognition of the principle of 
aismiSstl compensation in connection with railroad mergers and 
consolldatloni. As a result of special legislation railroad labor 
also gained increased rights to organize and bargain collectively, 
a system of retirement pensions, ^d unemployment insurance* 
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ordinator chose to rely first on voluntary action which was not 
forthcoming; labor, management, shippers, and supply companies 
were all antagonistic to plans for co-operation and co-ordination. 
In 1936, however, as he was about to issue an order requiring co¬ 
ordination of railroad terminal facilities in eleven cities, the 
President requested a delay until an agreement could be reached 
between labor and management providing for dismissal compensation 
for displaced workers. Though such an agreement was reached, the 
Co-ordinator’s term of office expired and Congress refused to ex¬ 
tend it further. Hence, co-ordination remained a matter of volun¬ 
tary action. 

The Federal Co-ordinator's work was fruitful, however, in the 
improvement of national policy on transportation. In a series of 
penetrating reports, the entire situation was analyzed anew, and 
various courses of action were explored. This work emphasized the 
clear necessity for the extension of federal regulation to motor, 
water, and air carriers. The Co-ordinator urged the concentration 
in the I.C.C. of all regulatory activities in connection with 
transportation. As a result of these studies, of the recommenda¬ 
tions of a special committee of three members of the I.C.C., of 
the report of a joint committee of six (appointed by the Presi¬ 
dent), and of Congressional hearings, a series of laws were 
enacted, culminating in the Transportation Act of 1940. 

Briefly, the Motor Carrier Act of 1935 established control 
by the I.C.C. over motor transportation by common carriers, con¬ 
tract and private carriers and transportation brokers.^ Congress 
apparently feared that if regulation of air carriers were en¬ 
trusted to the I.C.C., it would hamper the development of avia¬ 
tion. Hence, in 1938, it created the Civil Aeronautics Authority 
to regulate air carriers 

1. The degree of control varies among these several agencies. Com¬ 
mon carriers, (those holding themselves ready to serve anyone) are 
the most strictly regulated. All carriers (except private) must 
obtain the permission of the I.C.C. to operate; this is intended 
to control the safety and quantity of service. Control is also ex¬ 
ercised over consolidations and corporate acquisitions, security 
issues, rates and fares of common carriers and minimum charges ot 
contract carriers, accounts and reports. Conflicts between state 
and federal authorities are likely to arise, and are to be ad¬ 
justed through the operation of joint boards. 

2. The Civil Aeronautics Administrator was given power to operate 
air navigation facilities and to carry on general promotion 
development of aviation; this office was later transferred to th 
Department of Commerce. An independent Air Safety Board was 
charged with investigating accidents; it was later abolished. A 
five man Authority (now the Civil Aeronautics Board) was given a 
mlnlstratlve Jurisdiction in the regulation of air carriers* 
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THE TRANSPORTATION ACT OF 19-10 

The salient feature of the Act of 1940 Is that it expands 
the regulatory power of the I.C.C. to lncl\3de the rates and ser¬ 
vices of common and contract water carriers operating in domestic 
commerce. Bulk carriers on the Great Lakes and other non-competi¬ 
tive contract carriers are exempted from control. In addition, 
several provisions are designed to help the railroads; the 
government's discount of fifty per cent on traffic carried by 
land-grant roads is repealed; the lending powers of the R.F.C. in 
the railroad field are liberalized; railroads are relieved of 
following any "official" commission plan in effecting mergers, 
subject to restrictions Intended to protect labor interests af¬ 
fected by such mergers; time limits during which claims can be 
made by shippers against railways are shortened. In addition the 
Act Instructs the I.C.C. to help farmers by reducing rates on 
agricultural products for export. Finally, the Act provides for 
the appointment by the President of a three-man board to study the 
problem of the relative economy and fitness of the various types 
of transportation, and of government subsidies to the various 
types of transport. In this new act. Congress for the first time 
has established a national policy for all carriers under the com¬ 
mission’s jurisdiction, the crux of which is the "fair and im¬ 
partial regulation" of all these modes of transport, "so adminis¬ 
tered as to recognize and preserve the inherent advantages of 
each." Furthermore, rates must not only be reasonable and non- 
discriminatory, but they may not be accompanied by "unfair or 
destructive competitive practices." These requirements impose 
upon the I.C.C. a burden far greater than that ever previously 

assumed by any regulatory body. 

Consider, for example, the commissions responsibility in 
shaping the practical content of "fair and impartial regulation" 
of the diverse types of carriers subject to its control. The 
great difficulty is that the economic characteristics of the va¬ 
rious types of carriers differ considerably.^ Railroads operate 
on a much larger scale and benefit from the economy of large- 
scale production, to a greater extent than do motor and water 
carriers. With their excess carrying capacity, with a backlog of 
non-competitlve business, and with their great size, the rail¬ 
roads have a great incentive and great ability to engage in de¬ 
structive price cutting. Without minimum rate regulation, or the 
long- and short-haul clause, they could readily eliminate or ab- 

T. See Ralph L. Dewey, "Hie Transportation Act of 1940," American 
Economlf. Review. March 1931, pp. 18-21. 
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sorb their weaker competitors. 

Motor and water carriers operate xinder conditions differing 
from those of railroads. Fixed investment is in general, rela¬ 
tively small. They operate on publicly ovmed and maintained 
rights of way or on bodies of water; they are not individually 
responsible for the maintenance of highways or waterways. In the 
case of motor carriers, their taxes are related closely to their 
use of the highways rather than their Investment. Since each 
carrying unit is relatively small, they can adjust the amount of 
equipment In actual use more readily to a rise or decline in 
traffic than can railways. Thus their costs vary more directly 

with variations in the volume of traffic than do those of rail¬ 
roads . 

Thus motor- and water-carrier services are supplied by a 
large number of operators, each operating on a relatively small 
scale, and at rates which are basically competitive. Hence there 
has been relatively little complaint by shippers or passengers 
that motor or water carriers have charged excessive rates or made 
unjust discriminations. Injured users are able to transfer their 
patronage from one operator to another, or even to provide their 
own transportation over the roads or water. Referring to the 
transportation legislation of 1935 and 1940, Ralph L. Dewey re¬ 
marks, The truth is that these statutes were not created in 
response to widespread shipper complaints which had forced the 
government to take action against the railroads In 1887 , but 
rather they came into being because vested interests - railroads, 
their employees, and certain motor and carrier lines - wanted to 
reduce and if possible suppress price (rate) competition in the 
entire field of inland transportation."^ If rate regulation in¬ 
creases the levels of motor- and water-carrier rates substantial¬ 
ly, simply in order to enable the railways to meet their existing 
costs and maintain their capitalizations, the government may in 
effect be sabotaging transportation economy. This does not mean 
that control of the new forms of competition should be abandoned. 
Safeguards are necessary to insure the safety of the public and 
the responsibility of operation. Any rate regulation, however, 
should take into account basic differences in the economic 
characteristics of the various carriers. 

FEDERAL REGULATION OF ELECTRIC POWER 

State regulation of electric power was supplemented by the 
Federal Water Power Act of 1920, which created the Federal Power 

1. R. L. Dewey, loc . cit .. page 19. 
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Coiranlsslon and gave It licensing authority for water-power de¬ 
velopments on public lands and navigable streams. Projects of 
this kind have been confined largely to the western states, and 
to the present time the total power covered by such licenses is 
but a small portion of the entire power development in this coun¬ 
try. Since its creation the Federal Power Commission has had 
authority over rates, service, accounts, and security issues of 
those of its licensees which did an intrastate business and were 
not regulated by a state agency, or which carried on interstate 
business. But even this quite limited power was not vigorously 
exercised during the 1920s by the three cabinet members who com¬ 
posed the commission. In the main, the commission was content to 
pass upon the merits of applications for licenses and to ascer¬ 
tain the amount spent in construction of licensed projects. In 
1930 Congress established the commission upon a full-time basis. 
With the Introduction of new members whose economic and political 
views were progressive, the commission became more active and 
alert In exercising its regulatory authority. 

Prior to 1935 the electric utilities as a whole were not 
regulated by the federal government in any important respect; 
utility control was almost exclusively the province of the stat 
commissions. But electric utilities were rapidly becoming inter¬ 
state in character; technological change was nullifying the 
existing regulatory methods and was leading toward a re-drawing 
of regulatory powers. 

Since about 1910 advances in large-scale generation and 
long distance transmission of power have made it profitable to 
integrate the utility Industry, Obsolete and uneconomical genera- 
ting plants in small towns were abandoned and service was sup¬ 
plied through substations connected with large power stations. 
Cos-ts of operation were materially reduced. The quality of ser¬ 
vice was much improved, and high tension lines were extended to 
numerous communities hitherto without electricity. As generating’ 
and distributing techniques advanced, the area of integration 
grew wider so that it became common for single companies to serve 
scores of localities in a wide region. The next step was to in¬ 
terconnect power systems in order to interchange power and thus 
reduce investment and operation coats, as well as to minimize 
hazards of break-downs in plants and lines. 

Interconnections crossed state lines. Power was generated in 
one state and consumed in another. The proportion of interstate 
power has been variously estimated by different authorities, but 
all agree that it rapidly Increased each year during the 19208. 

By 1933, the flow of energy into states amounted to 18.5 per cent 
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of the total electric energy available, and the flow from states 
was 18.5 per cent of the energy generated.^ For many individual 
states, these percentages were far higher. Since then, such in¬ 
terstate movements certainly have increased. 

How far could state commissions go in regulating prices of 
interstate electricity? The courts held that commissions could 
regulate interstate service where the matter was of purely local 
importance, if they did not place a direct burden on interstate 
commerce and if Congress had not exercised its superior authority. 
The commissions therefore continued to control the retail price 
of electricity imported into their states, but they could not, in 
so doing, ascertain and control the costs of bringing such elec¬ 
tricity into their respective states. 

The crucial question was whether a state commission could fix 
the price at which electricity was purchased from an out-of-state 
company. Though many cases bear upon this complex question, the 
decision in the so-called Attleboro case in 1927 established con¬ 
clusively that state commissions were powerless to regulate the 
wholesale price at which current could be sold by a company in 
one state to a company in another.^ 

HOLDING COMPANIES AND THE POWER INDUSTRY 

The crowning defect of regulation by state commissions was 
that state authority was not commensurate with the vast web of 
holding companies that had been spun during the 1920s. Essential¬ 
ly, a holding company is one which through the ownership of 
voting stock is able to exercise some control - directly or in¬ 
directly - over the policies of subsidiary companies.^ Such com¬ 
panies have been developed for a variety of reasons, chiefly to 
assist in financing, in combination, in control of construction 
and of management contracts. Oncre organized, such holding com¬ 
panies proved to be extremely profitable for those in control. 
Hence expansion continued, and in the 1920s there was a mad 
scramole to acquire both private and municipally owned properties* 

By 1924, holding companies had come to control through oper¬ 
ating subsidiaries about sixty-three per cent of the total energy 

1. Federal Power Commission, National Power Survey, Pow^ — 

No. 1, (1935), pages 46-48. 

2. Public Service Commission of Rhode Island v. The Attleboro 
Steam and Electric Company, 273 U. S. 83. 

3. In addition to ownership of voting stock, other devices and 
practices are extremely useful: management contracts, 

Ing directorates, voting trust agreements, control through pr 
ies. These are treated in Volume I, Section IV. 
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generated iDy privately owned utilities; by 1929, they controlled 
eighty-two per cent# Combination among holding companies has in¬ 
creasingly concentrated control. Whereas in 1924, the seven larg¬ 
est holding companies controlled forty-two per cent of all elec¬ 
tricity generated, in 1929 three groups alone controlled forty- 
five per cent.^ These holding companies, however, vary widely in 
the types of systems which they have built up. Some operate 
solely within urban areas; others stay within regional areas; the 
holdings of some are far-flung, consisting in some Instances of 
well-organized regional units as well as isolated holdings; still 
others have scattered holdings, most of them Isolated and not 
Interconnected. Holding companies also differ widely with respect 
to the economy and efficiency of management, their financial 
practices, and their attitudes toward the public. Thus any pro¬ 
gram of control must deal with a great diversity of conditions. 

While the holding company is the embodiment of a speculative 
profit motive, it must be credited with important advantages. 
Holding companies have served operating companies in many ways. 

In financing, funds have been advanced to operating units tem¬ 
porarily on simple open accounts or notes, or more permanently in 
exchange for operating-company stocks and bonds. These securities 
might be resold by the holding company or used as a basis for the 
Issuance of its own securities. In either case, the operating 
companies have been said to benefit by obtaining capital more 
quickly and at a lower cost than if they were compelled to secure 
it without such aid. Investors may benefit from this process; 
holding-company securities represent a more diversified invest¬ 
ment, with possibly less risk than those of scattered operating 

companies. 

Major holding companies developed departments for construc¬ 
tion, servicing, purchasing,and research.^ Thus the best con¬ 
struction, newest facilities, and most efficient operating prac¬ 
tices were made available to operating companies. Finally, the 
operating properties acquired often could be interconnected or 
actually merged in order to gain the great economies of large- 
scale production of electricity. Unquestionably, consumers have 

!• Federal Trade Commission, Summary Report on Utility Corpora- 
tlons « 1935, part 72A, pages 36-38. After 195^, some of the larg- 
er systems (such as the Insull system) broke up. The amount of 
electric outjjut controlled by the twelve largest systems declined 
from seventy-six per cent of the national total in 1929 to fifty 
per cent on 1935. Federal Power Commission, National Power Survey 
lower Series . No. 2 (1935), page 10. 

2. Such departments are sometimes organized collectively or In¬ 
dividually as separate subsidiary companies. 
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benefitted considerably through the work of these organizations 
in the way of better service. Consumers have benefitted in so far 
as such savings from financing, serving and integration have been 
passed on to them by forward-looking managements or by virtue of 
the regulatory process. 

While holding companies contain the possibilities of benefit 
fot* investors and consumers, the question is properly whether 
these possibilities have been fully realized, and whether they 
have not been more than counter-balanced by the evils of holding 
companies. Of these there have been several.^ The fees charged to 
subsidiaries for construction and management services often have 
been exorbitant, in view of the necessary costs of supplying the 
service. The temptation to charge for unnecessary "gilt-edged" 
services has not always been resisted. Such fees have entered the 
costs of the operating companies, and these costs are recovered 
from consumers in the rates they pay. These charges often have 
been a way of siphoning profits out of the electric service, over 
and above a fair return on Investment. 

Another evil has been the improper accounting "write-ups" of 
the book value of the assets of the holding companies and their 
subsidiaries.^ While the figures are subject to dispute, the 
Federal Trade Commission examined systems having assets valued at 
$3.3 billion, and fo\ind that these Included write-ups of $1.4 
billion. Operating companies had written up their assets by 
twenty-two per cent of their cost. Such write-ups formed the 
basis for issuance of more securities, or of increased profit 
payments by operating companies to holding companies. It often is 
said that increases of asset values through manipulation cannot 
affect customers whose rates are determined by the rule of fair 
return on fair value of actual property serving them. None the 
less, there can be little question that such financial overload¬ 
ing does ultimately affect rates, service, and stability of in¬ 
vestment. 

Another practice similar in origin and Intent to write-ups 
Is the manipulation of accounts in intercompany transactions so 
as to create paper profits or to hide real profits from regula- 


1. The evidence su bstantiating the following points Is “S^^^alled 
i; the SurmnarT Report of the Federal ^ade ConMlsslon. (Report ^ 
Utility Corporations," vols. 72A and 73A.) 

r~^rlte-un" is an upward revision of the book value of pro- 

suaded to buy. 
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tory agencies. Shares, service, and property may be transferred 
from one company to another at artifical prices which are not 
determined by arm's-length bargaining; the "original cost" of a 
property to the acquiring utility may thus be artifically en¬ 
hanced for rate-making purposes. In such transfers holding com¬ 
panies usually are the beneficiaries. Finally, consumers have not 
benefltted from integration of operating companies to as great an 
extent as possible. The competition for operating properties led 
to many acquisitions without reference to economic or engineering 
considerations; many system maps disclose a crazy quilt distri¬ 
bution of properties. 

How have the investors - typified by the traditional "widows 
and orphans" - fared at the hands of the holding companies? A 
distribution of holding-company funds among numerous scattered 
and isolated holdings which cannot be effectively operated may 
enhance rather than diminish risk. Investors have learned, more¬ 
over, that holding company Incomes vary more widely and are more 
sensitive to business fluctuations than those of operating com¬ 
panies. For example, assume an operating company with a capitali¬ 


zation as follows; 

Bonds {b%) .$1,000,000 

Preferred stock {'?%) . 500,000 

Common stock . 500,000 

Assume further that all common stock is owned by a holding com¬ 
pany which Issues against it the following: 

Bonds.$ 300,000 

Common stock . 200,000 


Finally assume that the operating company earns seven per cent on 
its capitalization, or $140,000 annually. After paying bond in¬ 
terest ($50,000) and preferred dividends ($35,000), a balance of 
$115,000 is left for common stock - a return of twenty-three per 
cent. If all this is paid to the holding company, which in turn 
meets bond Interest of $18,000, the common stock of the holding 
company would receive a return of $87,000 or 43.5 per cent* 

Note, however, that if the operating company's earnings were 
to decline to four per cent, the operating company would be able 
to pay all of its bond interest, but only a part of the dividends 
due on preferred stock. Nothing would be left for the holding 
company, in such a case even bonds of the holding company repre- 
Bont a highly speculative investment* The pyramiding of the capi¬ 
tal sti^icture In the example above also illustrates simply how 
control over operating companies can become highly concentrated 
'"'Ithout much actual investment. $100,000 of the holding-company's 
eonnion shares would Insure complete control of a $2,000,000 pro- 
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perty; a ratio of 1:20, In many cases the actual ownership ratio 
of the controllers of holding-company property has been known to 
be even less than this.^ Such concentration of control without 
substantial ownership is likely to make management responsive 
solely to itself. The Interest of Investors is secondary. 

MOVEMENT TO REGULATE ELECTRIC HOLDING COMPANIES 

Inadequacy of state regulation . Why did not state authori¬ 
ties step in and prevent these various abuses and move to remedy 
them? Actually, while some states wished to do so, others, by 
loosening their laws on corporate charters, materially aided in 
the creation of vast structures beyond the reach of state author¬ 
ity. Moreover, holding companies were themselves largely immune 
from regulation as not being public utilities. When some commis¬ 
sions attempted to regulate service fees, the Supreme Court 
barred them from substituting their judgment for that of the 
utilities as to the reasonableness of the fees. Commissions or¬ 
dinarily lacked specific powers over relationships of operating 
companies with holding companies. And during the 1930s, however, 
the powers of state commissions over loans and contracts between 
holding and operating companies were enlarged. Moreover, some 
commissions have acted to disallow improper inter-company pay¬ 
ments. In so doing they have been helped by a recognition by the 
Supreme Court of the need for a greater scope of inquiry by the 
commissions into the costs of the services in question, where the 
price of the services has been fixed without aimi’s-length bargain¬ 
ing.^ At best, however, state regulation is negative rather than 
positive; the commissions may regulate only the acts of the hold¬ 
ing companies as they affect operating companies directly. Indi¬ 
rect acts, such as issuance of stocks, cannot be controlled. The 
books and records of the holding companies often go beyond the 
boundaries of a particular state and hence beyond its reach. Thus 
control, to be effective, must be national rather than local. 

The Public Utility Act of 1955 . The need for regulation of 
holding companies was emphasized and given support by the coming 
of the depression. Operating-company Incomes stopped growing and 
declined; holding company incomes melted away, in some cases, so 

1. For example, the equity of the top Insull holding company in 
one operating company at the bottom of the pyramid was one- 
twentieth of one per cent of the book investment of the operating 
company. Federal Itade Commission, op. clt. . Part 72A, page 858. 

2. Smith V. Illinois Bell Telephone Company, 282 U. S. 133 
Western Distributing Company jr. Public Service Commission, 285 U. 

S. 119 (1932). 
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rapidly that failures ensued.^ Investors' losses mounted as 
holding-company stocks fell to new lows and dividends disappeared. 
The combined forces making for reform could not be stopped des¬ 
pite tremendous influence brought to bear on Congress by the 
utility interests. Out of a series of proposals and counter-pro¬ 
posals Congress finally passed the Public Utility Act of 1935. 

No brief summary can do justice to the extreme care and 
great skill shown in the draftsmanship of the law Itself, which 
covers almost seventy closely-printed pages. The act consists of 
two distinct parts. Title I, called "The Public Utility Holding 
Company Act of 1935," deals with the much publicized control and 
eradication of holding companies. Title II, "The Federal Power 
Act," regulates the interstate power systems. Each of these will 
be described in turn. 

Title I; The Holding Company Act . The act vests the Securi¬ 
ties and Exchange Commission with power over interstate holding 
companies (both gas and electric) and their subsidiaries and af¬ 
filiates, The law defines a "holding company" as a company that 
controls ten per cent or more of the voting securities of a util¬ 
ity company or actually controls it with even a smaller ownership. 
Such companies are required to register with the SEC in order to 
identify themselves. The SEC may exempt holding companies when 
they do not actually control the management of subsidiaries, when 
their operations (including subsidiaries) are substantially con¬ 
fined to a single state, and when they are predominantly opera¬ 
ting organizations. 

Several sections of the law are aimed at the elimination and 
prevention of those evils of holding companies that have been 
found to be contrary to the interests of investors, consumers, 
and the public generally. In the first place, the SEC is to con¬ 
trol the Issuance of new securities by holding companies. A pro¬ 
posed issue may not be sold unless the SEC finds that it Is of a 
type suitable for the capital structure of a holding company. Ihe 
issue must also bear a sound relationship to the earning power of 
the issuer, and In general must be satisfactory from the point of 
view of the company, the investor, and the consumer. 

In the second place, holding or subsidiary companies may not 
acquire the assets or securities of other companies, or any other 
Interests in them, without the approval of the SEC. Acquisitions 
cannot be authorized If they unduly complicate utility systems or 
interfere with simplification of structures. The SEC has broad 

!• The most notable was the Insull crash early in the depression. 
More recently (1940) the huge Associated Gas and Electric System 
went into receivership. 
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powers over intercorporate property transactions, so as to pre¬ 
vent property "write-ups" or other financial manipulations. 

In the third place, relations and contracts with operating 
companies are subject to SEC control. "Upstream loans" from sub¬ 
sidiaries to holding companies are prohibited, and "downstream 
loans" are strictly regulated. Dividend payments by either hold¬ 
ing or subsidiary companies must conform to the requirements of 
the SEC. Special attention is paid to service, sales, and con¬ 
struction contracts between holding and subsidiary companies. All 
such contracts are forbidden, except as approved by the SEC. The 
act intends such work to be carried on by "mutual service com¬ 
panies," owned by the operating companies of the system, on a 
basis of service at cost, subject to rules formulated by the SEC. 
Any other contracts in which there may appear to be an absence of 
arm's-length bargaining between the companies are also controlled. 

Finally, reports and accounts are subject to control. Specu¬ 
lation in securities of the companies by their officers and di¬ 
rectors must be reported, and any short-term profits must be 
turned over to the company. -Interlocking controls between holding 
companies and banking or brokerage interests are prohibited. An 
attempt is made to neutralize the political Influence of holding 
companies by prohibiting political contributions, and by re¬ 
quiring the registration of lobbyists. 

The law moves to simplify capital and corporate structures 
of holding companies, and to promote the integration of their 
properties. The SEC must take steps to insure that "the corporate 
structure or continued existence of any company in the holding- 
company system does not unduly or unnecessarily complicate the 
structure or unfairly or inequitably distribute voting power 
among security holders of such holding-company system." 

The so-called "death sentence" in the law is intended to 
limit the operations of each registered holding-company system to 
a single Integrated public utility system, whose utility assets 
"are physically interconnected or capable of physical intercon¬ 
nection" and are confined to a single area or region (in one or 
more states). The SEC is instructed to issue orders to effectuate 
this policy. The commission may allow exceptions to the rule of 
a single integrated system where its rigid enforcement would 
cause unnecessary hardships or would not effect any economies, or 
when all the additional systems are located in one state or in 
adjoining states. In any case, pyramiding is limited to the second 
degree, l.e., only one holding-company layer can intervene be¬ 
tween a top holding company and an operating company. 

Title II: The Federal Power Act. The Federal Power Commission 
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is given broad authority in all those matters concerning inter¬ 
state transmission which have been beyond the control of state 
commissions* Interstate power companies cannot issue securities 
unless the FPC finds that their sale is reasonably necessary for 
some lawful purpose* All rates and charges for interstate energy 
shall be just and reasonable, and if they are not, the FPC may 
fix rates for the future. The FPC may help the state commissions 
in rate regulation by determining the costs of production arid 
transmission by power companies subject to its jurisdiction where 
it does not have authority to fix a rate* 

The FPC is directed to divide the country into regional dis¬ 
tricts for the voluntary interconnection and coordination of 
power facilities. It is the duty of the Commission to encourage 
interconnection within and between the districts. But it can is¬ 
sue mandatory orders for interconnection only when hearings made 
upon the request of a state commission or a utility operator show 
that the action is in the public Interest. In case of war or other 
national emergency, the FPC may sxammarily order whatever tempor¬ 
ary service arrangements may be required by the public interest* 

Accounts and reports of regulated companies are subject to 
plenary control by the FPC. Furthermore, the FPC is given a 
broad charter for making Investigations and reports upon all as¬ 
pects of the power Industry, and is especially directed to draw 
up a program of national power needs based upon the present and 
future power sources and requirements. 

PROBLEMS IN FEDERAL POWER REGULATION 

Ihe passage of the Public Utility Act of 1935 marks the be¬ 
ginning of an attempt to solve a set of difficult problems. The 
outcome of the administration of the law, particularly that part 
of it relating to holding companies, will not be known until it 
has been in force for a number of years. Legal issues are not yet 
settled. While the registration requirement of the law has been 
upheld by the United States Supreme Court,^ litigation may be 
expected challenging the validity of other sections, particularly 
the "death sentence". 

Legal, economic and political forces will affect the deter¬ 
minations by the SEC and FPC of the lines of policy they will 
follow, Uie federal commissions, especially the SEC, will face 

difficult problems owing to the fact that the standards set 

1* Electric Bond and Share Company jv* Securities and Exchange 
CoimisBion, 303 U*S* 419 (1938)* Pending the decision, most bold¬ 
ly companies went on a "sit-down" strike and refused to register. 
™ia helped delay the enforcement of the law. 



416 


THE STATE AS REGULATOR 


up by the law are necessarily general. Practical meaning must be 
given to many vague terms. Thus far the SEC has been feeling its 
way, especially as to the application of the "death sentence". 

Though several systems have taken steps to conform with the 
integration provisions of the law, the main drive to enforce the 
law was begun by the SEC in 1940. While its policy is not fully 
developed, the SEC now interprets "single integrated system" to 
refer to a compact system. Thus it does not allow widely sepa¬ 
rated territories to be included in a "single system even if 
they are physically interconnected. It thereby discourages the 
uneconomical construction of transmission lines. It seems likely 
that such far flung electric empires as the Electric Bond and 
Share system will be dismembered; in comparison systems which are 
concentrated in one region, such as the Niagara Hudson Corpora¬ 
tion (in New York State) or the Consolidated Edison Company (in 
New York City), will be little affected by restriction to a 
single regional system. 

The process of dissolution is likely to be difficult and 
tedious. A variety of procedures are available, singly or in com¬ 
bination: market sale of common stock of operating companies; ex¬ 
change of common stock for the securities held by investors in 
the holding companies: exchange of securities or assets with 
other holding companies; conversion of the holding company into 
an Investment trust. Since assets will be sold or transferred on 
the basis of earning power rather than according to book values, 
investors may gain or lose, depending on the prices they paid 
for their securities. One fear is that enforced liquidation of 
stocks will unduly depress values. Another is that if certain 
properties are sold at present value, far above original cost, 
the capital gains taxes (especially if Increased because of de¬ 
fense financing) will be inordinately high and extremely diffi¬ 
cult to finance. The magnitude of the problem may be suggested 
by the fact that strict interpretation of the law would require 
the liquidation and shifting of approximately six hundred elec¬ 
tric and gas operating subsidiaries.^ Protracted litigation is 
likely to result if the plans of the SEC and the utilities con¬ 
flict.^ 

Some knotty problems are raised in the regulation of secur- 

1. Thomas P. Swift, New York Times , May 18, 1941. 

2. The SEC may apply to a court to obtain compliance with its 

reorganization orders. The court in such cases is required to 
appoint a trustee, which may be the SEC, to hold the J 

and execute the reorganization plan under the Court s direction. 
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ity issues. For example, the SEC has attempted to prevent exces¬ 
sive increases in capitalization. In so doing, however, it has 
measured the amount of the security issue by reference to the 
earning power available to support the issue, rather than, to an 
alternative standard provided by Congress - that of being "rea¬ 
sonably adapted to the security structure". Obviously, earnings, 
present and future, rest upon the rates charged. Yet the SEC has 
not disapproved security issues on the ground that existing rates 
are unreasonably high,* if it did so it would in effect be com¬ 
pelled to ascertain what the rates should be as against what they 
are. Yet, if state commissions reduce rates, the security issues 
approved by the SEC may be left high and dry. Pressure to keep 
rates up to protect such earnings might occur. Though there is no 
legal rule requiring holding company capitalization a proof of 
rate needs, it might become expedient to recognize such needs. 

At bottom the problem arises because there is a separation of 
authority as to rates and security issues. Yet, to the present 
time, the SEC has had good reason for approving most of the is¬ 
sues that have come before it; they have consisted principally of 
ref\uiding Issues, Intended to reduce interest charges. 

On the whole, while the "death sentence" proceedings have 
been in abeyance, important changes in the organization and prac¬ 
tices of holding companies have been effected bit by bit, by the 
SEC. Thus in its control of security issues, it has tried to re¬ 
quire soiind standards of finance and management. It has endeavored 
to foster the equitable distribution of voting power, to reduce 
underwriting spreads, to introduce competition in the marketing 
of securities, to air thoroughly all plans for financial organi¬ 
zation. Control of service companies and contracts has been 
pushed so as to make available standardized and complete informa¬ 
tion on costs. Holding companies themselves have been required to 
adhere to a standard system of accounts prescribed by the SEC. In 
doing these things, however, the SEC cannot repair all the dama¬ 
ges caused by unsound corporate financing and promotion in the 
past. Investors cannot expect reparation for losses; and such 
losses cannot be laid at the door of the SEC. But if regulation 
la successful, future investors will be protected from the abuses 
of the past. 
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DEVELOPMENT OF PUBLIC POWER PROJECTS 

Public ownership and operation of railroads is not dis¬ 
cussed in this chapter. It is not at this moment an active issue, 
though very possibly it may soon become one. For this reason it 
seems more instructive to deal here with Issues and problems of 
public ownership in the electric power industry where the move¬ 
ment has been extremely active. Public ownership in the electric 
light and power industry is not a new phenomenon. Since the be¬ 
ginning of central-station service many enterprises have been 
municipally owned and operated. In the main, these municipal es¬ 
tablishments have been located in small towns and villages. Their 
existence may be explained as much by the unwillingness or in¬ 
ability of private enterprise to Invest capital in poor territory, 
as by the desire of the consuming public to remedy the high rates 
or poor service of some private utilities. With the spread of 
high-power transmission lines over the country during the 1920s, 
municipal plants joined the parade of small private plants which 
were being rapidly absorbed by the modern large utility systems. 
By 1932, mxmicipal plants played a small part in the supply of 
electric power over the country as a whole.^ Nevertheless, in¬ 
terest in the relative performance of municipal and private 
plants never waned. The larger municipal plants (such as those 
at Los Angeles, Seattle, Tacoma, Jacksonville, Fla., Cleveland, 
Jamestown, N. Y.) assiomed a significance far in excess of that 
indicated by the actual service rendered. Although municipally- 
owned utilities did not often have to compete directly with 
private utilities for business, they competed in the matter of 
performance, especially as measured by rates charged. Because of 
this indirect- but nevertheless powerful- competition, the in¬ 
fluence of a municipally-owned plant often extends over an area 
much wider than the actual market it serves. Since 1933, muni¬ 
cipal ownership has Increased considerably, owing to forces of 
depression, PWA financing and the opportunity to secure low-cost 
power from Federal power projects. 

The process of integration emphasized, however, that muni¬ 
cipal operation was at its best in the field of distribution and 
that it ordinarily was at a disadvantage in the generation of 

1. The U. S. Bureau of Census reported for the year 1932 a total 
of 1802 municipal electric establishments, as compared to 1624 
privately-owned systems# But the latter supplied electricity to 
90.5 per cent of all electric customers, and owned 95.75 per cent 
of all central station capital in the country. * 
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power on account of the relatively small size of plant. Nor was 
it often financially or legally able to extend service into rural 
regions where people desired the benefits of electricity supply. 
As a result of such needs, "public utility districts" have been 
organized in some states; these are independent governmental 
bodies empowered solely to supply electricity and other utility 
services. Similar forces directed attention toward state or 
federal development of important waterpower sites, as yet unex- 
plolted by private capital. Information as to the amount and 
availability of such water power was being compiled by federal 
engineers. And there was precedent for federal power activity: 
since 1909 the Bureau of Reclamation had been selling hydro¬ 
electric power from various irrigation and reclamation projects 
in the western states.^ 

The opposition to public ownership in this country has al¬ 
ways been powerful. Thus, during the 19203 Wilson Dam at Muscle 
Shoals, in Tennessee, was kept virtually idle by the strong po¬ 
litical and economic opposition to public enterprise. At the same 
time, in the Southwest, seven plains and mountain states pushed 
forward the development and utilization of the Colorado River 
under an interstate compact; accordingly. Congress in 1928, 
authorized the Boulder Dam project to be constructed by the 
Bureau of Reclamation. In 1930 the state of New York formulated 
a plan for the construction of dams and locks on the St. Lawrence 
River, with power-generating facilities to be managed by the New 
York Power Authority. As yet no actual construction has begun on 
the St. Lawrence project, because in 1934 the United States 
Senate refused to ratify the treaty with Canada governing the 
international aspects of the development.^ In the main, the de¬ 
mand for public ownership, though increasing in strength, was not 
unified or powerful and was successfully nullified by the actlvi- 
■ty of private Interests. 

The prospects of public ownership of large hydro-electric 
projects changed with the election of President Roosevelt. He was 
convinced of the necessity for such developments in order to sup¬ 
plement state regulation with public "yardsticks", and in order 
also to encourage more liberal and widespread use of power. Several 
sets of circumstances combined to make possible the development 

Private companies were not opposed because the Bureau produced 
power as a by-product to irrigation, and sold what it did not need 
through private utilities at best prices it could get. Power re¬ 
venues were used to help bear the cost of the reclamation program. 

2. At present (May 1941) Congress has before it a new proposal to 
push the St. Lawrence Development on grounds of national defense. 
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of a federal power program. 

The eleotric utility business as a whole was in disgrace as 
a result of the exposures by the Federal Trade Commission. The 
financial weakness of holding companies created bitterness on the 
part of the injured investors. Power projects qualified as public 
works which were needed to relieve unemployment and to promote 
recovery. Stunned by economic chaos, people grasped eagerly at 
the idea of raising standards of living by a planned use of 
natural resources. Finally, rapid action could be taken on the 
basis of the extensive surveys of the nation's rivers that has 
been made by the United States Army Corps of Engineers since 1927. 

These, in the main, were the conditions on which the "New- 
Deal" power program was based; The program, as it has imfolded, 
has stirred up both exuberant enthusiasm and violent opposition 
by functional and sectional interests all over the country. In 
addition to TVA, the federal government has undertaken the fol¬ 
lowing major multiple-purpose projects: Port Peck Dam (Montana), 
Bonneville and Grand Coulee Dams in the Northwest, Boulder Dam 
in the Southwest, Central Valley project in California.^ It also 
has financed through the PWA several.important state projects in 
Nebraska, South Carolina, and Texas.*Including TVA and several 
minor projects, the ultimate cost of the present projects is es¬ 
timated at more than $1.5 billion, and the ultimate capacity 6.7 
million kilowatts, of which almost 1.5 million kilowatts was in 
operation by the end of 1939. 

Through the FWA the federal government also aided state, 
regional, and municipal authorities to construct new power \inder- 
taklngs or expand and Improve old ones. By March 1939, the FWA 
had allocated $205 million to non-federal power projects, to which 
recipients of the grants had added $44 million.^ These funds had 
gone to 319 municipal systems (chiefly for additions to existing 
facilities) and to twenty state or public utility district pro¬ 
jects. Because of their larger size, however, the latter received 
almost three-fourths of the total money allocated. The PWA ad¬ 
vances consisted of grants gifts) of-as much as forty-five 

per cent of the cost of new materials and labor; the same agency 
lent the remainder of the money needed at an interest rate of 
four per cent. The making of such grants to public power enter¬ 
prises amounted to direct subsidies and was bitterly resented by 
the private utility companies. A substantial number of these pub- 

1, The Passamaquoddy project in Maine, Intended to utilize the 
force of ocean tides, came to a halt when Congress refused addi¬ 
tional f-unds. 

2. Federal Works Agency. Non-Federal IWA Power Projects (1939). 



THE STATE AS OPERATOR 


421 


lie projects have not been completed, however, owing to a mass of 
legal complications or to the public purchase of private utility 
properties. 

An interesting part of the public power program is the pro¬ 
motion of rural electrification. Through the Rural Electrifica¬ 
tion Administration, created in 1935, loans of approximately $320 
million have been made to 670 cooperative associations, twenty- 
four private utilities, and fifty-three publicly owned enter¬ 
prises. As a result of the activities of the REA, construction 
has been simplified, rates and costs have been reduced, and con¬ 
sumption has been increased. The percentage of farms using elec¬ 
tricity rose from eleven per cent at the end of 1934 to more than 
twenty per cent in 1938. While the ultimate financial outcome of 
many loans is doubtful, the program fills a long felt national 
need. 


PROBLEMS INVOLVED IN PUBLIC OWNERSHIP 

The argument for the public ownership and operation of elec¬ 
tric-power resources stresses chiefly: (1) the lower costs of 
capital due to the ability of public enterprises to obtain capi¬ 
tal at lower over-all costs than private businesses; (2) in¬ 
creased efficiency and complete coordination of power generation 
and distribution; (3) the economy of developing power in connec¬ 
tion with flood control, navigation, irrigation and other public 
p^urposes; (4) lower rates and increased use resulting from such 
economies and also from the avoidance of "fair returns" on in¬ 
flated investments. But these advantages may be largely offset if 
difficulties of organization and personnel are not adequately 
met. To operate efficiently, public enterprises must avoid polit¬ 
ical domination for selfish purposes, the wastes of red tape and 
bureaucracy, poor standards of performance which may be camou¬ 
flaged by faulty accounting records, discriminatory rate-making, 
lack of freedom and initiative in adopting new techniques and 
policies. Public ownership may solve some problems and make 
definite advances in the Interest of the community. It may at the 
same time create new problems of control and operation. 

Ihe remainder of this chapter considers the power program 
and policies of the Tennessee Valley Authority. Its power program 
has progressed farther U^an that of any of the other large feder¬ 
al projects and it best exemplifies the kinds of problems that 
arise under public ownership of electric power. The emphasis here 
is on electric power; the relationship of power generation and 
distribution to the other aspects of the TVA program - navigation, 
flood control, and socio-economic development of the Tennessee 
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Valley region - while of great significance, can be indicated 
only briefly. 

The Tennessee Valley Act of 1933 was the culmination of many 
investigations and long controversies. In 1916, President Wilson 
had authorized the construction of a dam, and of power and nitrate 
plants at Muscle Shoals on the Tennessee River. The purpose was 
to produce nitrates for explosives and fertilizers so as to make 
this country Independent of foreign sources of supply. Two nitrate 
plants and a steam power plant were built, and Wilson,Dam was 
finally completed in 1925. Between 1922 and 1927, Congress 
authorized a complete survey of the Tennessee River basin. Until 
1933, and even after that year. Congress was wracked by disputes 
over the ultimate use of these resources, while the partially 
Installed equipment depreciated and potential power was wasted.^ 
One proposal called for a government corporation to operate 
Muscle Shoals to make and sell fertilizer. Another proposal was 
that private operators should produce fertilizer under a long¬ 
term lease. Several private industrial and electric power in¬ 
terests made bids for the purchase or lease of the power facili¬ 
ties. Against these proposals, the proponents of public ownership 
and multiple-purpose development rallied under the leadership of 
Senator Norris. On two occasions bills were passed to permit pub¬ 
lic ownership and operation. One bill died in President Coolldge's 
pocket in 1928, and the other was firmly vetoed by President 
Hoover in 1931, who disapproved of "the government entering into 
any business the main purpose of which is competition with our 
citizens." Finally, in 1933, the political forces engendered by 
economic depression, comblnedwith President Roosevelt’s strong 
advocacy of large federal power projects, led Congress to pass 
the Tennessee Valley Act. In 1935 additional legislation was 
enacted to remedy shortcomings in the original act. The condi¬ 
tions existing after the passage of both of these laws are de¬ 
scribed under the heading immediately below. 

POWERS AND DUTIES OF THE TVA 

Congress stated the purposes of the Tennessee Valley Act to 
be: "(1) the meuximum amount of flood control; (2) the maximum de¬ 
velopment of the Tennessee River for navigation purposes; (3) the 
maximum generation of electric power consistent with flood con¬ 
trol and navigation; (4) the proper use of marginal lands; (5) 
the proper method of reforestation of all lands in said drainage 

1. The power produced from existing facilities was sold to pri¬ 
vate utility companies at prices which did not even cover opera¬ 
ting expenses and depreciation. 
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bdsj.n. S'uj.tal}l6 Tor reforostationj and (6) the econoinic and, social 
well-being of the people living in said river basin." 

To carry on this program. Congress created a new corporation, 
the Tennessee Valley Authority, with a board of three directors 
appointed by the President for staggered terms of nine years.^ 

In contrast to ordinary governmental bureaux or departments, such 
as the Post Office, the TVA is designed to have the initiative 
and flexibility of a private business, though it also is clothed 
with the powers of government. Thus it may exercise the power of 
eminent domain. It is free of supervision by either state or 
federal regulatory commissions, the chief exception being that it 
must (since 1935) keep accounts according to forms prescribed by 
the Federal Power Commission, While in form the TVA is free of 
political influence, in fact its long-time plans and policies are 
exposed each year to political forces, since practically all of 
its construction and developmental program is financed out of ap¬ 
propriations by Congress.^ 

To provide for navigation on the Tennessee River, and to 
control floods on the Tennessee and below, the TVA is authorized 
to construct- such dams and reservoirs as may be necessary.^ 

Congress made the generation of power by the TVA a secondary 
purpose. Thus the Authority is directed to regulate the stream 
flow primarily for the purposes of promoting navigation and con¬ 
trolling floods. The Board of Directors is authorized to generate 
and sell power, but only so far as la consistent with navigation 
and flood control. It is specified that this may be done in order 
to avoid waste, to liquidate the cost, or to aid in the main¬ 
tenance of the Authority's projects. Agencies of the United 
States have first claim on the power generated. Any surplus power 
is to be sold primarily for the benefit of the people as a whole, 

1. The original members of the Authority were A. E, Morgan, pres¬ 
ident of Antioch College, H. A. Morgan, president of the Unlver- 
pkkT Tennessee, and D, E. Lilienthal, member of the Wisconsin 
^bllc Service Commission. Since then. A, E. Morgan was removed 
Uy President Roosevelt for contumacy and insubordination, and was 
replaced by James Pope, former senator from Idaho. 

2. Ihe TVA originally was empowered to issue bonds, to be fully 
E^eranteed by the United States, for construction work or for 

► public agencies for acquisition or Improvement of dis- 

trlbutlon facilities, up to an aggregate of $50 million for each 
of the two purposes. This right was cancelled in 1939 when the 
Issuance, of up to $61.5 million of bonds at not more than 3 1/2 
per cent was authorized by Congress to facilitate the purchase 

of specific properties from the Commonwealth and 
wOuthei»n Corporation and others, 

3. A nine foot channel is to be maintained on the Tennessee River 
oelow Knoxville, 
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but particularly for that of domestic and rural consumers* In 
selling power, the TVA must give preferment to public and cooper¬ 
ative bodies. In contracts with distributors of power, the TVA 
may prescribe rules and regulations governing the resale of power, 
Including the maximum resale price. Under such contracts, resale 
prices must not be discriminatory. This is intended to insure 
that the benefits of low-cost power generation are passed on to 
the ultimate consumer. 

In order to open up outlets for the economical distribution 
of power withlng feasible transmission distance, the Board may 
construct, lease or purchase transmission facilities and may in¬ 
terconnect with other systems. Further to develop outlets, the 
Authority may lend funds to public agencies to enable them to ac¬ 
quire, improve or operate existing distribution systems or gener¬ 
ating plants. 

A final over-all purpose of the TVA activity is national de¬ 
fense. The several resources of the region contribute to the na¬ 
tional strength, and under emergency conditions, the government 
may take possession of all or any part of TVA properties. The 
TVA, however, has no specific duties concerning national defense, 
except that it must maintain a nitrate plant and a stand-by 
steam-power plant for purposes of production of explosives. In 
July 1940, Congress authorized the construction of the Cherokee 
Dam on the Holaton River in order to secure an additional supply 
of aliomlnum for manufacture of airplanes. The TVA was required to 
make its power program "self-supporting and self-liquidating" as 
soon as practicable. A rule of rate-making was provided in the 
requirement that the rates at which surplus power is sold, when 
applied'to the normal capacity of the power facilities, will pro¬ 
duce gross revenue in excess of the cost of production.^ The 
Board has interpreted this to mean that rates should cover po¬ 
tential costs at reasonably full use of capacity, rather than 
existing costs which might be high because of under-utilized 
capacity. 


THE TVA POWER PROGRAM 

The drainage basin of the Tennessee River contains 40,600 
square miles, and a population of some two million. The largest 
cities are Knoxville and Chattanooga, both with more than 100,000 
population. The western half of the area la largely agricultural, 
though It contains phosphate rock reserves which are Important as 

1. Detailed records are to be kept of costs, rates, and sales, 
and made available to Congress and federal and state agencies of¬ 
ficially concerned with electric power and agricultural chemicals. 
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a base for chemical and fertilizer products. The eastern part of 
the Tennessee basin contains mineral and industrial resources 
the development of which will be materially aided by navigation 
improvements. The flow of the rivers, especially in the east, is 
highly variable; heavy rainfall and deforestation have contribu¬ 
ted to costly floods and soil erosion. Prior to 1933 the region 
was economically backward; average income and general standards 
of living were well below the national average, and even below 
the average of southeastern states. 

In this setting, the TVA undertook its many-sided program. 

In 1936 lt*adopted a plan for the unified development of the 
Tennessee River system. The plan was designed to meet the navi¬ 
gation requirements laid down by Congress and to reduce flood 
levels, though not to give complete flood protection. Many other 
power and reservoir sites on the tributary streams are available, 
but are not exploited under this minimum plan. 

At present this plan includes dams at thirteen sites on the 
main channel and on the tributaries of the Tennessee River; of 
these, eight are now complete and are turning out power - Wilson, 
Wheeler, Guntersville, Hale’s Bar, Chlckamagua, Pickwick, Hiwassee 
and Norris.^ All the remaining dams (except one on the Little 
Tennessee River) are under construction.^ The ultimate estimated 
coat of these projects is $517.5 million; they will contain ten 
navigation locks, with provisions for additional locks as needed. 
The TVA has acquired from private utilities several plants, 
chiefly small, on the tributary streams. In addition, it owns 
several steam plants and levees that formerly were the property 
of the city of Memphis. All in all by June 30, 1940 on the basis 
of accumulated figures, the TVA had available 746,700 kilowatts 
of hydro-electric capacity, and 219,000 kilowatts of steam capa- 
clty; a total of 965,700 kilowatts. Ultimately this is expected 
to increase to approximately 2,250,000 kilowatts.^ Most of this 
growth is expected to occur within the next five years. Trans¬ 
mission lines stretching 4,690 miles are operated by the TVA to 
interconnect the several major generating plants, and to reach 
important load-distributing centers. The TVA does not plan to 

1. Wilson Dam was taken over from the U. S. Army, and Hale's Bar 
(finished in 1913) was purchased from the Tennessee Electric 
Power Company; all others are the work of the TVA. 

2. The site at Fontana, originally chosen, is owned by the Alu¬ 
minum Company of America, and TVA probably will develop some 
other site. 

3* ConstructloA by the TVA will account for approximately three- 
fourths of the ultimate capacity. 
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engage in the retail distrib-atlon of electricity (except on 
government reservations) and purposes to transfer its present 
holdings of distribution facilities (acquired by purchases of 
private utilities) to public distributors. 


RATE POLICY OF THE TVA 

In fixing rates, the TVA has aimed to stimulate a large 
volume of consumption, and to keep the rate structure as simple 
as possible. Traditionally, private utilities have waited for 
consumption to grow before reducing their rates; TVA, with funds 
available to finance a lean period of growth, has been interested 
in testing the effects of low rates upon consumption.^ Demands 
for its power began to accumulate soon after the TVA was estab¬ 
lished. Thus rates could not be determined by calculations of the 
costs of power; but such costs would depend upon the answers to 
such questions as the valuation of Wilson Dam, the allocation of 
costs of dams between the various purposes for which they would 
be used, and actual experience with transmission and distribu¬ 
tion. Hence rates were fixed by estimates of what revenues would 
be at the end of the developmental period and of average costs 
under conditions of fully developed consumption.^ Nevertheless, 
with minor changes, the wholesale and retail rates established 
on this basts late in 1933 have remained standard since that time. 

While the TVA's rate schedules vary with the purpose for 
which the power is boxight, the most Important rates are the 
standard wholesale rate, (which is uniform through the TVA area 
regardless of transmission distance) and the retail rate charged 
by distributors who buy at wholesale. The retail rate is fixed in 
the wholesale contract between the TVA and the distributor. Re¬ 
tail rates for residential use of electricity were fixed at 
levels considerably below those prevailing in the TVA region, and 
also considerably below the average of those charged in the United 
States as a whole. A rough measure of the difference can be given 
briefly. In 1937 the Authority sold electricity for home use at 
an average price of two cents per kilowatt-hour, whereas, for the 
country as a whole, the average was 4.4 cents per kilowatt hour. 

In the same year, the domestic rate charged by three private com¬ 
panies in the TVA region averaged between 2.9 cents and 3.2 cents 


1 Moreover, only by a swift growth of consumption could it util 
Ize the large additions of hydro-generating capacity. 


2 Estimates of costs were made on the basis of expenses Wil¬ 
son Dam and engineering estimates of construction and operating 
oost“ was estimated on the basis of the experience of 

municipal systems with low rates. 
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per kilowatt hour.^ With Its low rates the TVA had, by 1937, 
achieved an average domestic consumption of 1465 kilowatt-hours 
per year as compared with the national average of 793 kilowatt- 
hours. The Tennessee Electric Power Company, compelled to adopt 
lower prices to fight off the threat of the TVA, saw its 
average annual domestic consumption increase from 612 kilowatt- 
hours in 1933 to 1498 kilowatt-hours in 1939.^ These expansions 
of consumption were also the outcome of publicity and vigorous 
merchandising of low-cost appliances. Thus, one of the great 
contributions of the TVA has been its demonstration that low 
price makes possible a vastly larger consumption than that 
hitherto achieved. 

MARKETING OF TVA POWER 

Power generated by publicly-owned systems may be disposed of 
in three ways: through sale to existing private utility systems; 
through publicly-owned transmission and distribution facilities 
which duplicate those of private utilities; and through publicly- 
owned facilities which have been acquired from the private 
systems. The TVA, however, was prevented by statute from whole¬ 
saling to private distributors, or from selling the bulk of its 
output primarily to industrial concerns. It was required to give 
preferment to public "non-profit" distributors within the limits 
of feasible transmission. Since it could build or purchase the 
necessary transmission lines, the TVA presented .a grave threat 
to the markets of the private utilities. Though the TVA early 
declared its desire to avoid wasteful duplication by purchasing 
the existing private systems on fair terms, it was unwilling to 
limit itself strictly to a given marketing region; nor could it 
legally do so. Private utilities were alarmed, especially when 
the TVA declared its intention to carry forward its program of 
public power despite possible adverse effects on private enter¬ 
prise. Nor*could it dally too long, since the navigation and 
flood control programs were making available power which would go 
to waste without a market. 

The negotiations for the acquisition of private utility 
properties were complicated. They were accompanied by acrimonious 
disputes In the public forums and in the courts and even among 

T. These represented considerable decreases since 1933. Thus 
while the national average price of domestic electricity dropped 
from 5.5 cents In 1933 to 4.4 In 1938, the average domestic rate 
charged by the Tennessee Electric Power Company dropped from 5.8 
cents to 2.9 cents In the same period. 

2. Data cited In C. W. Thompson and W. R. Smith, Public Utility 
Economicfl . (McGraw-Hill Book Company, New York, 1941), page 690. 
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the members of the Board of Directors of the TVA. Law suits con¬ 
testing the constitutionality of the TVA’s activities delayed the 
completion of purchasing and marketing negotiations. But legal 
barriers were removed by two decisions of the Supreme Court. One 
in 1938 upheld the right of the IVJA to finance municipal construc¬ 
tion of distribution lines in competition with private facilities.^ 
Another in 1939 made the TVA legally invulnerable, though it did 
not directly affirm the constitutionality of the Tennessee Valley 
Act.^ 

These decisions removed the last legal barriers to municipal 
and federal competition with the private power companies in the 
transmission area. Owing to the vulnerability of the private com¬ 
panies, and to the desire of the TVA tb avoid waste of water-power 
already flowing over its dams, a series of purchases were effec¬ 
ted. Purchase of whole private systems avoided uneconomical chop¬ 
ping up of properties. Distribution systems were transferred to 
local municipal and cooperative distributors, and generating and 
transmission facilities were retained by the TVA. Speaking gener¬ 
ally, the prices paid represented a compromise between the low 
offering price of the TVA (based on original cost of properties 
less depreciation) and the higher asking price of the utilities 
based on the capitalized earning power of their properties under 
their customary rates.^ Thus, until 1939, the TVA was restricted 
in the development and utilization of its power capacity by the 
lack of markets, and It was compelled to sell the major part of 
its output as cheap wholesale power to private utilities and to 

1. Alabama Power Company _v. Ickes, 302 U. S. 364 (1938). 

2. Tennessee Electric Power Co. et. al., j/. Tennessee Valley Au¬ 
thority et. al., 386 U. S. 118 (1939). In this case, the court 
ruled that since the private companies (which were seeking to en¬ 
join the operations of the TVA) were operating \inder non-exclusive 
contracts (franchises), they had no legal right to protection from 
competition, and could not challenge the constitutionality of the 
statute responsible for that competition. In a previous decision, 
the Court had upheld the right of TVA to sell power from Wilson 
Dam on the ground that the latter had been constructed under the 
war and conmerce power of Congress. Ashwander_v. Tennessee Valley 
Authority et. al., 297 U. S. 288 (1936). 

3. The companies regarded this compromise price as a sacrifice} 
the TVA regarded the price as in part a nuisance payment to avoid 
duplication of facilities and to gain immediate markets for avail¬ 
able power. Oh the one hand, security owners of the companies did 
not seem to suffer losses. On the other, the price paid for dis¬ 
tribution properties by the public distributors was not so high as 
to prevent them from financing the purchase by the sale of bonds 
(secured by electric revenues only) at yields ranging from 2.3 to 
3.6 per cent. Thus there is at least a presumption that the price 
was equitable. 
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large industrial customers. Since 1939, however, its output and 
sales have increased tremendously. Owing to the acquisition of 
markets, public distributors for resale now account for more than 
half the revenues; industrial sales, however, are still of im¬ 
portance.^ 


CRITICISMS OF THE TVA 

Prom its beginnings, the power program and policies of the 
TVA have been subjected to a wide range of criticisms. Dissension 
arose among the Board of Directors of the TVA and serious charges 
were made by one of the directors who was removed by President 
Roosevelt. Congress launched an investigation of the TVA, covering 
questions of personnel, accounting procedures and audits, and the 
adequacy of the general program. After extensive hearings, a ma¬ 
jority of the Joint Congressional Committee reported favorably on 
the program of the TVA, finding only minor defects. A minority 
report sweepingly condemned the TVA. The investigation did, how¬ 
ever, provide considerable information and the TVA suffered no 
serious political consequences. 

A fundamental criticism of the TVA has been that it is in 
competition with private enterprise, and that such competition is 
unfair and wasteful. This charge raises many questions which are 
extremely difficult and in some cases, impossible to answer. They 
may be best presented by considering first the TVA’s revenues and 
the costs of generating and transmitting power at wholesale, re¬ 
serving for later treatment the coat and rate aspects of distri¬ 
bution as carried on by local.contractors. 

The costs of producing power depend largely upon the amount 
of output, which in turn depends upon the amount of electricity 
sold. Since, until recently, TVA sales have been limited by ina¬ 
bility to purchase distribution facilities, acc-umulated experience 
with regard to such costs and revenues is not adequate as a basis 
for drawing correct conclusions. Estimates of the future must be 
relied upon and these Involve some margin of error. Secondly, TVA 
"costs" differ in many fundamental respects from those of private 
companies. The TVA is financed largely out of appropriations by 
Congress, on which It pays nb interest.^ In contrast, a private 

r. Industrial sales are important and necessary for they provide 
often sufficient load to justify the extension of transmission 
lines to areas otherwise uneconomical to serve. Such customers also 
purchase "Interruptible" power which is not suitable for retail use. 

2. Actual Interest charges in the.relatlvely small amount of TVA 
bonds outstanding is charged on the books. But even this xoay Involve 
an indirect subsidy, since the low interest rate is partially due 
to the fact that they are gviaranteed by the federal government. 
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utility has to pay interest and return on its capital in order to 
secure funds for construction. Again, the TVA makes no payment 
for benefits' provided by other federal agencies - for example, 
the United States Employees’ Compensation Commission pays for 
workmen's compensation, and the WPA and Civilian Conservation 
Corps have provided materials and labor. The TVA uses the franking 
privilege in sending mail, and has benefitted by the low rates on 
government freight carried over land-grant railroads. Until 1940 
it did not pay taxes, except for a payment of five per cent of 
gross wholesale revenues to the states of Alabama and Tennessee.^ 
The critics of the TVA, in enxunerating these "subsidies", say that 
TVA rates will not cover true costs, and that private companies 
cannot, therefore, be expected to sell at equivalent rates. More¬ 
over, they say, even if full Interest were charged in addition to 
the depreciation on capital equipment, the TVA has not allocated 
to* power activities as large a part of its capital costs (partic¬ 
ularly of dams) as it should. 

The reply of the TVA is simply that its wholesale rates are 
sufficiently high to cover all the items in dispute, {particularly 
taxes amounting to 12.5 per cent of revenues, which would make 
these costs equal to those of private utilities) on the basis of 
a reasonably full use of the completed system of dams.^ This con¬ 
clusion is challenged by opponents of the TVA on the basis of 
different assumptions as to proper allowances for interest, de¬ 
preciation, taxes, and, particularly, allocation of capital.^ 

THE PROBLEM OF COST ALLOCATION 

The problem of the allocation of the costs of dams which are 
useful for several purposes - navigation, flood control, and gen¬ 
eration of power - is exceedingly difficult. Ordinarily, in a 
competitive industry, the joint-cost problem is solved by market 
conditions: the prices at which cotton lint and cotton seed sell 
determine largely how the common costs Incurred in producing them 
will be shared. But in the case of the TVA, where it is sought to 
make costs determine price (rather than respective prices deter¬ 
mining cost-allocation) the problem bristles with difficulties and 
is virtually insoluble. The law stipulates that power is not the 
primary aim of the program. It is a fact that, to some extent, 

1. Congress required these in lieu of taxes..Increased payments 
to local governments were authorized by Congress in 1940. 

2. This Includes interest at three per cent. Taxes are 12.5 per 
cent, the equivalent of the tax burden borne by private utilities. 

3. See Joint Congressional Committee Report, pp. 168-78. 
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the operation of dams for navigation and flood control Interferes 
with the production of power. Yet it has been insisted in some 
quarters that power is the real purpose of TVA and that costs 
should be allocated accordingly. 

Assuming, however, that this difficulty can be solved by 
common sense and observation, the next step is the separation of 
direct costs attributable to each function. For example, power 
houses, intakes, turbines, and similar electrical facilities are 
direct costs of power production? locks pertain just as definitely 
and exclusively to navigation. With direct costs of the kind men¬ 
tioned disposed of, the remainder is the common cost to be allo¬ 
cated. Several quite different theories have been advanced. One 
theory, advocated by a representative of the private electric 
companies, would charge all the common costs to power on the 
ground that this has been the practice in private developments. 
This flies in the face of the obvious purpose of the project, as 
well as of the legal duty of the TVA, to produce multiple ser¬ 
vices. Some theories sought to apportion the common costs in pro¬ 
portion to the social benefits derived from the performance of 
each function, or according to the prices at which each service 
could be sold, or in accord with the actual physical use made of 
the water for each of the several purposes. The "incremental power 
investment" theory would deduct from total investment an estimate 
of what navigation and flood control benefits would have cost if 
they had been provided by single-ourpose dams. The remainder (cal- 
cxilated at sixty-five per cent) was deemed to be due to power. 

Actually, the TVA apportioned forty-seven per cent of the 
Joint coat of a ten-dam system to power (fifty-five per cent of 
the total investment). This rested upon the assumption that each 
function should share the savings effected by building a multiple- 
purpose project instead of separate single-purpose projects.^ The 
computations are, however, complicated and hypothetical. Alloca¬ 
tion was merely a guess. But eggs must be broken to make an ome¬ 
lette, and the TVA simply had to make an allocation. Presvimably, 
however, it would not have used the method that it did if the 
given method had resulted in wholesale rates considerably higher 
than those of efficient private utilities. Actually, the TVA's 
wholesale rates are only slightly below those of private utilities. 

What of TVA and the distribution of power? Such distribution 

1. Prom the estimated total cost of a single-purpose project for 
each function, the TVA deducts the direct costs of that particular 
function at the multiple piirpose project. The common costs of the 
multiple purpose project are then shared among the various p\ir- 
poses In proportion to the remaining costs of the single purpose 

project. 
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occurs predominantly through non-profit or public systems - muni¬ 
cipal and district systems, and rural cooperatives. In many re¬ 
spects the TVA regulates them closely in order to insure that they 
maintain a sound financial position under the rates fixed by the 
TVA, and that such systems be operated for the benefit of consu¬ 
mers rather than to make a profit for the city treasury so as to 
relieve taxpayers. Distribution systems uneconomically operated 
would be a drawback rather than a help to TVA. Hence the contracts 
provide that municipal distributors organize an electricity de¬ 
partment independent in operation, finance and accounts from other 
municipal departments. Their accounts show full costs of service: 
all expenses, including depreciation, plus a charge for state, 
county and city taxes at the rates actually In force. Net reven¬ 
ues, after deduction of these costs, are used to pay insurance 
and amortize bonds. Out of any profit left, a city is permitted 
to earn a return of six per cent a year on the money put into the 
plant by taxpayers; any excess can be used to provide for rate re¬ 
ductions and property extensions.^ The distributor's accounts are 
Intended to lead to full-cost, non-profit operation. In the event 
that rates are not sufficient to cover these items, temporary 
surcharges may be Imposed, or rates may be Increased. 

In actual experience, under existing rates, the financial 
successes of municipal distributors have been impressive. Coopera¬ 
tives have been less fortunate, but their showing is improving 
rapidly as consumption increases. It has been suggested that the 
good showing of distributors is partially the result of subsidies 
from the TVA. Work done by the TVA for the distributors has been 
charged at cost. The only subsidies to distributors that may oc¬ 
cur are in the wholesale power rate, or in sales promotion and 
development activity by the TVA. The TVA probably has borne the 
burden of costs in developing use of appliances and pushing 
the idea of home and farm electrification; it is better able to 
carry on this activity than local distributors would be. But while 
the distributors may be subsidized to some extent in the whole¬ 
sale rate or in the promotion work of the TVA, It does not destroy 
the importance of their accomplishments in distributing at low 
rates and with narrow margins above costs. 


■‘yardstick’' rates 

Another criticism of the TVA is that its rates are not a fair 

1. Obviously, as bonds are paid off, consumers will in 5®' 

come the owners of the plant, and benefit by the 
interest and return. As these items ar« eliminated, rates may 
reduced. This does not happen under private ownership. 
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yardstick of private operation. While the TVA made no mention of 
yardstick operation, President Roosevelt had publicly advocated a 
widespread use of sufficient public operation to provide some 
measures of the necessary cost of electric service. Such measures 
would serve to protect the public where commission regulation had 
failed to obtain sufficiently low rates. A "yardstick", which is 
a definite standard of measurement, if applied to power would 
mean direct comparison of public and private rates. Hence, the 
yardstick idea was the object of widespread criticism and discus¬ 
sion. 

Since 1935 the Authority has retreated from the conception 
of TVA costs as a yardstick. As shown above, the cost of genera¬ 
tion of TVA is itself an estimate, resting ultimately on neces¬ 
sarily arbitrary allocation of common costs. Moreover, the TVA 
system of dams would hardly have been constructed as it was if the 
purpose was to generate power alone. Hence the TVA's costs of 
wholesale power, whether or not they include interest, taxes, and 
free services, cannot measure the reasonableness of the costs of 
any other plant, whether steam or hydro. 

Can TVA retail rates serve as a yardstick? The TVA has been 
inclined to maintain that they can, provided reasonable allowances 
are made for the fact that each private utility was constructed 
and now operates under particular conditions which must be taken 
into account. Qut the retail yardstick is of dubious validity. 

The operations of distributors of TVA power are vitally affected 
by the activities of the TVA. Thus TVA has absorbed some of the 
costs of market development and has thereby reduced retailing 
costs. The increasing level of economic activity and opportunity 
resulting from the many-sided activities of the TVA are a great 
aid to distributors in increasing their sales of power, but they 
do not pay for such aid directly. Finally the retail rate itself 
rests upon the wholesale rate which is unreliable as a yardstick. 
The conclusion can hardly be avoided therefore that neither whole¬ 
sale nor retail rates for TVA can be used as a strict measure or 
yardstick of the rates of any other system or group of systems. 

SIGNIFICANCE OF THE TVA 

The experience of the government as owner and operator of 
electric power and other resources in the Tennessee Valley point 
to certain twitative conclusions - tentative because the TVA power 
program has not reached full maturity, and because experience has 
been comparatively brief. The TVA experiment is Invaluable if 
judged solely by its significance as an experiment in public en¬ 
terprise. Thus the TVA may be likened to a laboratory in which 
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the nation has an opportunity to devise, and to test the efficacy 
of, new types of organization and new ways of doing things, in 
order to pave the way for economic and social advance. 

The charge that the community through the state cannot or¬ 
ganize and produce as effectively as can private enterprise here 
meets with a living test - and in many respects a living denial - 
rather than with theoretical reassurances. In the past the state 
purposely has not been organized for flexibility and initiative 
in the economic field; its departments have been bound with red 
tape to assure a maximum of honesty and regularity and a minimum 
of progressiveness. The TVA, as an independent organization with 
its accounts and operation constantly in the limelight, has been 
free of the usual charges of inefficiency and petty waste. Its 
personnel has been chosen and advanced on merit alone; its con¬ 
struction work demonstrates high technical skill and achievement; 
its program demonstrates a capacity for initiative, planning and 
action which are reassuring. 

But what of politics? Is the TVA Impeded by the selfish 
grasplngs of political organizations? This charge has not been 
seriously advanced against it. Yet, it is fairly obvious that TVA 
cannot escape some political control. Congress, a political body, 
has ultimate power over its finances and program, and through ap¬ 
propriations or legislation may either knife or help the TVA. A 
delicate question is involved here which can merely be indicated: 
on the one hand, a large measure of political autonomy and finan¬ 
cial Independence is desirable for the TVA; on the other, our 
democratic scheme of government requires that the TVA be respon¬ 
sible to the people. The experience of the TVA will prove useful 
as a guide for future thought and action. 

What can be said of the TVA’s economic program in summary? 
Certainly the TVA costs and rates, either at wholesale or at re¬ 
tail, are not a "yardstick" with which to measure the appropriate 
costs and rates of private utilities. The TVA*s great contribu¬ 
tion has been its dynamic rate policy; rates were fixed in order 
to induce a desired volume of consumption which would utilize the 
great power resources available. Rate reductions thus preceded 
large consiomptlon; by force of this example, private utilities 
were induced, or compelled by public opinion, also to reduce rates 
Though benefits of this policy are hardly measurable, they obvi¬ 
ously have been tremendous, for they have influenced the rate 
policies of many utilities situated in all parts of the country. 
Rate reductions elsewhere, while similar in principle to those of 
TVA, will not necessarily bring similar increases of consumption. 
The demand for electricity depends not only on the rate, but also 
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on the money Incomes of people, as well as on the cost of major 
electrical appliances, house wiring, and other necessary concom¬ 
itants to the use of electricity. 

Ihe multiple-purpose program of the TVA, embracing almost all 
aspects of the varied resources of the Tennessee Valley, acted to 
increase the consumption of electricity* Economic productiveness 
on farms, for example, was increased by the use of electricity; 
this productiveness itself created the ability to buy increasing 
amounts of electricity. The TVA also undertook, through the Elec¬ 
tric Home and Farm Authority, to reduce the price of standardized 
appliances, and to reduce the costs of financing consumer pur¬ 
chases • 

The power program of the TVA cannot be dissected and anato¬ 
mized as though it were completely dissociated from all the other 
functions of TVA. The economy derived from the Integrated and 
joint use of water for navigation, flood control, and power, is 
very great. It is true that the perplexities of cost allocation 
on a multiple-purpose project vex the economist who attempts to 
obtain an exact answer to the question of whether a dollar spent 
by TVA for generating power yields more net benefits than if it 
were spent by a private utility enterprise. The basic fact is that 
with regard to the TVA, social purposes and social values are im¬ 
portant, rather than seemingly objective money costs and market 
values. The TVA can directly plan and integrate its entire pro¬ 
gram so as to obtain benefits beyond the scope of private enter¬ 
prise which necessarily is bound by market considerations. These 
benefits look toward elevating the standard of living, toward re¬ 
vivifying a backward community, toward the increase of economic 
opportunities, toward better health and greater security. 

But these benefits frequently Involve Imponderables, and so 
too do some of the costs Involved; for example, if TVA improves 
navigation, railroads may suffer. In case they do who is to bear 
the costs? All that can be said here is that, so far as possible, 
a public enterprise should keep accurate records of its money 
costs and money revenues. These costs and revenues are useful as 
guides to action but should not be allowed to become controls as 
they are in private enterprise. 




Section XIV. TOTALITARIAN ALTERNATIVES 

TO FREE MARKETS 

INTRODUCTION 

Every organized economy is faced with three fundamental prob¬ 
lems: (1) what foods and services shall be produced? (2) accord¬ 
ing to what principle shall the resulting product be distributed? 
and (3) by what methods shall this distribution be effected? In 
an economy such as ours, operating through a basically free mar¬ 
ket, decisions affecting the production and distribution of com¬ 
modities and services are made in the main by individuals or by 
relatively small groups of Individuals. The government may engage 
In certain economic activity, but only as an exception to the 
rule, its principal function being to provide the conditions and 
Instrumentalities necessary to the smooth and efficient operation 
of private business. The Constitution with its guaranties of life, 
liberty, and property assures the stability of the existing po¬ 
litical and economic system. By securing the rights of private 
property and of private profit it is sought to stimulate private 
enterprise to a maximum of productive activity. 

No less important is the recognized principle of contract, 
resting upon conmon and statutory law and lending an orderly 
character to innumerable business transactions. The formal equali¬ 
ty of opportunity to choose one’s occupation, competition among 
producers and among consumers, and many other ways of conducting 
economic life, which usually are taken for granted, could not ex¬ 
ist without the tacit or explicit consent of the state. In addi¬ 
tion, the government offers impartial protection against fraud and 
violence to all concerned. Generally speaking, however. It main¬ 
tains a "hands off" attitude so far as direct participation in 
economic activity Is concerned. The production and distribution of 
goods and services Is regulated not by statute or by public ad¬ 
ministrators, but by the market mechanism. 

The theoretical structure underlying our contemporary system 
of economic organization has its origins in the postulates ad¬ 
vanced by eighteenth century proponents of laissez-faire . An out¬ 
growth of the rationalistic philosophy of that time, the new doc¬ 
trine enthusiastically acclaimed "the obvious and simple system of 
natural liberty" based on the institutions of private property, 
individual enterprise, and free competition. The spontaneous and 
unhampered economic activities of men guided by enlightened self- 
interest would contribute automatically to the general welfare and 
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to the material satisTactlon of the greatest number of people. The 
state was to be reduced to the role of a passive policeman, whose 
paramount function in the economic field would be to maintain law 
and order as a framework for the development of human Initiative, 
but otherwise to abstain from any interference with the "natural” 
harmony of the laissez-faire system of production and distribu¬ 
tion. It was believed that a system of competition guided by the 
exigencies of a free market would require no external regulation 
to secure the optimum and most efficient use of productive forces 
for the satisfaction of human needs. 

An extension of the argument sought to demonstrate that a 
regime of free trade would have a similar beneficial effect on in¬ 
ternational economic relations. Under the auspices,of the liberal 
era which followed, the Industrial revolution apparently refuted 
the dismal prophecies voiced by Malthus and Inaugurated a period 
of the greatest "wealth of nations" known in history. However, the 
Inequality in the distribution of this wealth and other inade¬ 
quacies of the system have given rise to Increasing governmental 
intervention for the protection of some economic groups against 
others. Such intervention contravenes directly the philosophy of 
laissez-faire . Yet to this day the doctrine of laissez-faire has 
remained the basis of relationship between government and busi¬ 
ness in the United States. 

Totalitarian systems of social organization, as they have 
developed in Russia, Italy, and Germany, are In direct opposition 
to the traditional economic order of the western world. It is 
true that governmental "economic Interventionism," born out of 
current practical considerations, has gained ground in all coun¬ 
tries. But in the totalitarian states, centralized direction of 
economic activity has become a matter of principle. Their leaders 
maintain that the liberal capitalistic system has failed in both 
its political and its economic aims. In each of these countries 
people have hailed the birth of a "new order," a new pattern of 
society free of democratic "fallacies," which will. In the eco¬ 
nomic field, demonstrate the advantages of regulated production 
and distribution as against our "anarchy of the market." 

We shall attempt, on the basis of such Information as Is 
available, to measure the success of the methods employed in the 
totalitarian cotmtries as regards the attainment of economic well¬ 
being. We also will investigate their alleged and real objectives, 
and compare their official sense of relationship between means and 
ends with our own in order to provide a valid basis for Judgment. 

A brief examination of the forces and ideas that enabled the 
Bolsheviks in Russia, the Fascists in Italy and the Nazis in Ger- 
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many to take over the apparatus of government precedes the analy¬ 
sis of the several economic structures and policies of the Soviet, 
the Fascist,, and the Nazi regimes. 

SUGGESTED FOR FURTHER READING 

Earl R. Sikes, Contemporary Economic Systems, Henry Holt and Co., 
1940.- 

Carl T. Schmidt, The Corporate State in Action, Oxford University 
Press, 1939. 

Karl Loewenstein, Hitler’s Germany, The Macmillan Company, 1940. 


52. ECONOMIC BASIS OF TOTALITARIANISM 

THE UNEVEN PACE OF SOCIAL CHANGE 
Although each generation is tempted to speak of itself in 
terms of transition and crisis, our own era seems to be more le¬ 
gitimately entitled to this distinction than most ather periods 
in history. Among the few notions that historians of future times 
will be able to take over from the present is the belief that the 

World War was a turning point in the process called modern civili¬ 
zation. 

Improvements in the material life of man have occurred dis- 
continuously and unevenly. The primitive invention of means of 
making fire probably was a greater contribution to material and 
social development than are the most astonishing devices of our 
time. Yet it is only recently that systematic scientific research 
has made material progress inevitable - virtually irresistible. 

The result has been that inventions and discoveries have followed 
each other with an increasing speed and are changing the pattern 
of human life more rapidly than ever before. Technology has ren¬ 
dered pallid the most fantastic folk tales; magicians of past 
ages would suffer shame and envy if they could witness modern man¬ 
made miracles. The resulting growth in the productive capacity of 
mankind has removed the fear of scarcity of the means of subsist¬ 
ence and, so far as sheer productiveness is concemed, has re¬ 
lieved the fear which centered, only recently as history goes, in 
the Malthusian doctrine. This has occurred in spite of the unpre¬ 
cedented Increase of population since the industrial revolution. 

The revolutionary pace of technical progress seems to insure 
the solution of the age-old problem of material security; but hu¬ 
man habits and social institutions are slower of adjustment and 
lag behind the rapid pace of modern technical development• Equipped 
with greater actual and potential productive power than ever be¬ 
fore, men seem to possess "all the talents except the one to make 
use of them." Herelnlles the source of the startling discrepancy 
between man's magnificent achievements and his confused search for 
peace, abundance, and happiness. 

THE TREND OF SOCIAL BELIEFS 

Among the social forces born of the industrial revolution the 
appearance of the "new masses" calls for special attention. Where¬ 
as for centuries the participation of great organized groups in 
the making of history has been sporadic - as in periods of rebel¬ 
lion and revolution - the masses are beginning now to play a more 
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powerful and consistent role in history# Concentrated in mammoth 
enterprises, congested in great indvistrial centers, they have ac¬ 
quired power to dominate the political, economic, and cultural 
life of civilized coimtries. This has led to a leveling of tradi¬ 
tional class distinctions which has been especially conspicuous 
in those countries where the past weighs most heavily on the 
present. Thus the leveling process has had a deeper effect in Eu¬ 
ropean countries than in the United States, which long has been 
characterized as the "paradise of the common man." A general rise 
of the so-called lower strata of society to higher levels takes 
place in a molecular fashion, yet the cumulative effects of the 
process occur on the broadest social front. All attempts of privi¬ 
leged minorities to preserve the old class lines, or to create new 
ones, seem, in the long run, to lack authority and effectiveness. 
The masses swarm to museums, theatres, resorts; they impose their 
tastes and their standards; imitation pearls, rayon, artificial 
leather, cheap automobiles are just as much symbols of our age as 
is Tinlversal suffrage. Compulsory education, mass production, po¬ 
litical democracy, having been instrumental in the "vertical in¬ 
vasion" of the lower classes, encouraged their march to the fore¬ 
ground of social life, and gave new emphasis to their vociferous 
demands for an equal share in the mode of life hitherto reserved 
for the privileged few. 

Encouraged by promises of their eventual mastership, the "new 
masses" are available to lend their support to the highest bidder. 
Here lies an opportunity for modern demagogues to rise to power, 
not on the points of bayonets, but on the mighty shoulders of a 
mass-following cemented by all the means of coercive propaganda. 
Modern Messiahs, whatever their creed, are unanimous in their ap¬ 
peal to multitudes as they realize the necessity of identifying 
themselves with the mass-mind in order to control it. 

Doubts have been voiced recently as to the workability of 
the democratic system of government - government "by the people" - 
even in its representative form. It may be convenient in small or 
primitive communities but seems less adequate, in the present 
stage of civilization, for large political units. The subtle and 
delicate mechanism of popular self-government functions relatively 
smoothly and without much friction under conditions of peace and 
prosperity. Emergencies, however, reveal the Inmaturlty of common 
men as well as lack of opportunities for determined leadership 
precisely when it is urgently needed and vitally important. Ihe 
ever growing complexity of modem economic and social problems 
brought to an issue the ability of the masses to cope with them. 
The tenets of democracy confidently place the burden of responsl- 
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billty upon the masses; they are supposed to tell their servant, 
the government, what to do and how. Some courageously admit their 
inadequacy for this tremendous task. Yet people are ignorant - or 
only half-educated, which is just as bad. Paced with pressing is¬ 
sues that exceed their capacities, they either become pawns in the 
hands of Interest groups and political machines or retreat com¬ 
pletely from the public arena in silent apathy. In this state of 
mind many show a willingness to surrender their "sovereign rights;" 
freedom and self-rule become an intolerable burden. 

Democracy does not rest its claims on knowledge of an ulti¬ 
mate truth, but is predicated on the ability of peoples and gov¬ 
ernments to learn from experience. In a democratic system improve¬ 
ments and innovations are made by the slow and often painful meth¬ 
od of trial and error; the government in a democracy is not sup¬ 
posed to do what it thinks is good for the people, even if it 
knows what that is, but merely what the people think is good for 
them. Judgments are formed in the course of comparing various 
doctrines and programs; hence the existence of free opposition is 
considered an indispensable factor; majorities must tolerate and 
even value dissenting groups. This remarkable principle of truly 
democratic government was expressed in Voltaire's classic state¬ 
ment addressed to Rousseau over one hiuidred and fifty years ago: 

"I wholly disapprove of what you say, but will defend to the death 
your right to say it." 

Unfortunately, the pattern of political democracy designed 
almost simultaneously in this country and in Prance did not rea¬ 
lize the hopes of its early apostles. Domination of selfish groups, 
a growing influence of wealth, often amoimtlng to the control of 
governmental policies by big business, conniption in public ad¬ 
ministration and among the elected representatives of the people, 
greatly weakened the foundations of modern parliamentarism. In 
European countries democracy demonstrated an alarming inability to 
reach quick decisions and to pursue consistent and constructive 
policies, and became an obstacle to positive legislation. A great 
and growing number of political parties, struggling not for prin¬ 
ciples but for petty group interests, caused an inefficiency of 
the parliamentary machine which seemed to foreshadow its decline. 
The World War, with its military discipline and suspension of civ¬ 
il liberties has inaugurated multifarious forms of governmental 
control over human activities and so contributed to a rapid growth 
of state functions and state authority. In the countries of totali¬ 
tarian Leviathans this process of regimentation has reached an 
ugly and perverted culmination. 

The economic changes evident during the last and the present 
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century moved in the same direction. With the passing of the ro¬ 
mantic period of economic individualism, an array of powerful im¬ 
personal forces began to affect the life of the nations. The mi¬ 
raculous progress of transportation and communication brought 
about dally contacts among the remotest parts of the globe and 
greatly increased the dependence of people on factors unknown and 
almost unknowable. The system of laissez-faire weathered many a 
storm but since the World War it has entered a critical stage 
which it may not survive. The conception of providential harmony 
between individual selfishness and the common good does not carry 
much conviction in our time. The cherished belief In equality of 
economic opportunity is vanishing, and the need for outside help 
to the economically weak and insecure against the power of the 
mighty has gained recognition rapidly during the recent difficult 
years. The great depression of the thirties caused a severe blow 
to the doctrine that economic individualism provides an automatic 
cure for its occasional and cyclical maladjustments. The World War 
established an important precedent by providing the governments of 
all belligerent countries with sweeping economic powers. The de¬ 
pression was marked by a universal shift from incidental govern¬ 
mental interference in business toward more systematic and lasting 
forms of economic control, in response to a growing impatience of 
the masses and their unequivocal demands for a "war" against un¬ 
employment, insecurity, destitution. 

Business pioneered in the organization of interest groups of 
various kinds, such as trade associations, "institutes," boards of 
gigantic corporations, that demanded subsidies and favors from the 
government, more often than not at the expense of other sections 
of society: faxmiers, workers, investors, consumers. Labor unions 
followed this lead and showed similar tendencies. When the shift 
from individual to group utilitarianism became universal, the gov¬ 
ernment tended to act as a clearing house for competing "lobbies." 
Pressure groups often succeeded in making the people’s representa¬ 
tives serve their particular interests. In the post-war period na¬ 
tional objectives were conspicuously lacking as group loyalty 
superseded responsibility to society. Frequent tensions, inevi¬ 
table under these conditions, caused legislative deadlocks, or 
produced half-measures and compromises that satisfied no one and 
helped to undermine the general respect for the democratic system 
of government. 

Whether economic liberalism and political democracy are born, 
live, and die together cannot bo asserted with certainty unless a 
coincidence in time bo identified with a causal relationship. 
During the nineteenth century, institutions of the laissez-faire 
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type fitted well into the framework of a formal political democ¬ 
racy. It also can easily be demonstrated that, simultaneously 
with the rejection of liberal principles in politics, all modern 
dictatorships have assumed supreme control over economic activi¬ 
ties in their respective countries. But it would be far-fetched 
indeed to infer from these experiences the incompatibility of 
economic planning and democracy. The concept of planning at the 
present time is, to say the least, a vague one, and its very 
vagueness makes it subject to various interpretations. The Soviet 
theorists, who have quite properly declared that there is a con¬ 
tradiction in terms between their (socialistic) kind of planning 
and the institutions of capitalism, have never raised any doubts 
as to the compatibility of planning with the democratic form of 
government. And it does not follow from their argument that the 
totalitarian form of planning applied in modern dictatorships is 
the only form conceivable. On the contrary, it cannot be accepted 
as a universal pattern because it "has carried into peace the com¬ 
pulsive techniques developed on a large scale during the World 
War," and consequently presupposes a mentality and a set of meth¬ 
ods hardly reconcilable with the life of society in normal times. 

OBJECTIVES OF ECONOMIC PLANNING 

The pareunount difference between a "planned" and a "free" 
economy lies in the existence or absence of a unified national ob¬ 
jective. A "self-equilibrating" laissez-faire economy has no uni¬ 
fying purpose which coordinates the activities of its countless 
independent units. Most of the recent changes in the relation be¬ 
tween democratic governments and business arose in emergencies and 
were marked by sporadic and often incoherent devices to eliminate 
disorder and waste from economic affairs and to conserve and ra¬ 
tionalize the material and human resources of a nation, with the 
aim of greater security and welfare for all. In a planned economy 
the objectives are formulated in more specific terms, giving a 
concrete qualitative and quantitative meaning to "security" and 
"welfare." The objectives themselves need to be flexible, inas¬ 
much as they must be contingent, at any given time, on particular 
desirable national ends. They also are bound to differ among dif¬ 
ferent nations. For example, the emphasis would be shifted toward 
war industries if greater benefits were expected from conquests or 
colonial expansions; if rapid industrialization were the goal, na¬ 
tional energy would be diverted into channels of factory construc¬ 
tion; if economic self-sufficiency were the governing ambition, 
more labor and capital would be devoted to rounding out the sup¬ 
plies of essential raw materials. The issue is not properly pre- 
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sented in the over-simplified alternative "to plan or not to 
plan;" it lies, rather. In the more delicate problem of what and 
how much to plan« 

The formulation of the objectives of national planning is 
bound to proceed in different ways in a dictatorship and in a de¬ 
mocracy. The tactical advantage which a dictatorial scheme of plan¬ 
ning has over that of a democracy lies in centralization of au¬ 
thority. In any short period of time, the ability of a dictator¬ 
ship to organize available resources and to direct them to the 
accomplishment of a given purpose is superior to that of a democ¬ 
racy. But in the longer view, the success of a plan depends to 
such a degree on popular support and cooperation that free dis¬ 
cussion and criticism of its objectives is ultimately indispensa¬ 
ble. In this respect, democracies have nothing to learn from dic¬ 
tatorships. Nor can the determination of national objectives be 
entrusted to any single group of specialists; it necessarily in¬ 
volves Intellectual cooperation on a nationwide scale. The admin¬ 
istration of a plan would need to be transferred to competent or¬ 
gans with centralized authority and a decentralized operating 
body generously equipped with facilities for research. 

The task In any case is a formidable one; it is complicated 
by the recognized rigidity of habits and immobility of institu¬ 
tions as well as by the embryonic state of the social sciences. 
Until the accumulation of essential data In various special dis¬ 
ciplines is supplemented with expert "social engineering" - 1.e., 
the scientific coordination of related social processes - no na¬ 
tion is fully prepared for comprehensive economic planning. Claims 
to the contrary are but manifestations of Ignorance, demogogy or 
wishful thinking. 


TOTALITARIAN PLANNING 

The experiences with planning in dictatorships are instructive 
in many ways, but above all they serve as warnings against super¬ 
ficial attempts to substitute mechanical changes for organic de¬ 
velopment. The subordination of planning to political alma in 
Italy, In Germany, and in the Soviet Union was instrumental in 
producing new forms of waste. Bureaucratic institutions in a sys¬ 
tem based on hierarchical authority have caused red tape to grow 
to a degree that impairs the smoothness of the circulation of 
goods and services. It is not that state officials are Inevitably 
less efficient than employees of private corporations, but their 
initiative and freedom of action are seriously curtailed by their 
necessary epneem with political considerations. 

If th6 citizens of a planned society are to be regarded as 
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competent judges of their own wants, there must be created a re¬ 
liable means of registering the endless and changing variety of 
human needs; if people are granted freedom in the choice of occu¬ 
pation, the allocation of human resources must be harmonized with 
the variables of individual taste and aptitude; if business com¬ 
petition is abolished by nationalization of all means of produc¬ 
tion and distribution, then a central authority must decide ques¬ 
tions which, in a competitive system, are solved spontaneously 
through the market mechanism. Rational calculations involved in 
choosing among alternative methods for the efficient accomplish¬ 
ment of certain economic aims, and also for the optimum satisfac¬ 
tion of all concerned, necessarily present tremendous difficul¬ 
ties. A powerful government may, for a time, impose any course of 
action that it wishes on a population that is forced to submission 
and silence. Propaganda on a large scale may succeed in producing 
enthusiasm among the masses for privations and sacrifices. But 
these methods do not provide lasting solutions. The ''simplifica¬ 
tion" of the problem in the Soviet Union and, to a lesser extent, 
in Italy and in Germany by means of a compulsory adjustment of 
consumption to the planned output through manipulation of prices, 
wages, and savings can hardly be considered a solution, although 
the quantitative results of deliberate national planning have been 
undoubtedly very impressive. 

The totalitarian governments eliminate the struggle of many 
pressure groups, by establishing a monopoly of one such group. The 
Soviets and, Fascists have different rationales for this mystery 
but, coming down to cases, we encounter in the Soviet Union, as 
well as in Italy and in Germany, powerful minorities that claim to 
be the embodiment of the community’s will. The Coraniunlst party, 
the Fascist party, the National Socialist party, in governing 
their respective countries, do not trust the common man, and, in¬ 
stead of being his spokesmen and servants, use him relentlessly 
to gain their own ends. These minorities assert a knowledge of 
what is best for the people, and then try by force and persuasion 
to lead the masses wherever they want them to go. The one-party 
states are based on a division of people between an inarticulate 
majority and an elite qualified to assume the responsibilities 
of leadership. The privileges of these new aristocracies are ex¬ 
torted as necessary consequences of their "historical mission." 

To buttress their power, the totalitarian rulers may juggle with 
Ideals and instruments of democracy and representative government. 
But the leaders see to it that pseudo-democratic expressions of 
pojjular will remain but a multiplied echo of their own^ aspirations 
concerning any matters of importance. 
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Having monopolized the manifold means of propaganda, they 
employ them to an extent and with a degree of shrewdness never 
known before. They justify this monopoly in the same manner as 
they explain the suppression of conflicting creeds and of civil 
liberties; they, the leaders, allegedly represent and express 
the ideals of the nation or of mankind at large, so that dissenters 
appear automatically to be enemies of these ideals and obstacles 
to their realization. 

In a modern dictatorship, those in opposition to the regime 
are branded as "enemies of the people," are deprived of freedom, 
and occasionally are executed in bloody purges. Dictators may re¬ 
sort to pseudo-parliamentary institutions and formal plebiscites 
to obtain a sanction for their past and future policies, but the 
inherent logic of dictatorships admits of no beliefs except those 
which conform to the dictator’s will. The so-called "Stalin Con¬ 
stitution" which was acclaimed by some enthusiasts as the unique 
case of a "voluntary abdication of dictatorsiiip" may become a 
document of great educational and political significance in years 
to come. But the wave of terror which followed its promulgation 
has demonstrated the emptiness of democratic phraseology in a 
country where the leaders claim absolute infallibility, and where 
political opposition has no legal channels of expression. The long 
and bitter conflict between the German Third Reich and the Papacy 
is another illustration of dictatorial claims to complete spiritu¬ 
al monopoly. 

The economic objective of totalitarian governments appears to 
be to increase the economic power of the state in relation to its 
citizens and to other states. Collective interests are put above 
individual interests in Italy and Germany as well as in Soviet 
Russia, The prominence given in Anglo-Saxon countries to the "eco¬ 
nomic man" as the vehicle of human progress is rejected. Even in 
democratic countries he has been exposed for some time to serious 
attacks because of the anti-social implications of glorified self¬ 
ishness. The practical embodiment of the "economic man" theory 
in custom and in law has been a factor in the growth of centrl- . 
fugal - not to say anarchistic - tendencies in modern society. 
Ardent advocates of a return to laissez-faire maintain that it 
never was really tried in a pure form, which is, of course, true. 

The era of economic individualism never depended upon market 
coordination exclusively, and the spontaneous development of mo¬ 
nopolies and cartels has shown where complete adherence to laissez- 
faire in this period of industrial and technical revolution might 
lead. Churchmen and statesmen in democratic countries have been 
issuing warnings against the trlxuQph of greed and hxunan exploits- 
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tion in economic affairs. Social legislation has grown and spread 
in the last several decades. But there was no sincere review and 
recasting of valnes. Business success as an ideal towered above 
all others. The totalitarian systems have repudiated this way of 
thinking; they demand of each person services and sacrifices to 
the state. Economic nationalism has taken the place of economic 
individualism. The most conspicuous manifestation of economic 
nationalism may be found in the policy of autarchy. 

TOTALITARIAN AUTARCHY 

Broadly speaking, economic autarchy is not a new phenomenon, 
or even a new idea. All primitive communities are compelled to be 
self-sufficient. Medieval societies, up to the age of the great 
geographical discoveries, led a more or less isolated economic 
existence. The commercial revolution broke the thousand-year-old 
tradition and inaiigurated the era of international economic de¬ 
pendence. Mercantilism elevated economic nationalism to new 
heights. The era of free trade hailed by Adam Smith was short ' 
lived, and the Manchester school had relatively little success be¬ 
yond the borders of its birthplace. Great Britain. The first World 
War increased the number of independent national units and cre¬ 
ated grave problems of international relations, owing to general 
derangements, but also to the blind and futile policies of the 
victorious nations. Lip-service wa‘s paid to ideals of internation¬ 
al cooperation, but in practice now areas of conflict were added 
to the old ones. Little was done to mitigate the great inequali¬ 
ties in the distribution of raw materials among the various sec¬ 
tions of the globe. On the contrary tariff barriers rose to heights 
unprecedented in modern times and blocked the road to Internation¬ 
al reconciliation and reconstruction. Instead of converting Europe 
into a customs union the economic struggle among European nations 
was intensified. The United States refused to use its commanding 
position to mitigate this evil and showed an unmistakable prefer¬ 
ence for a policy of isolation. 

No country is able to obtain complete self-sufficiency with¬ 
out depriving Itself of valuable goods and services available only 
outside its political frontiers. But jealousy, insecurity, and 
greed for power have Inspired the totalitarian co\intrie3 to reck¬ 
less struggles for self-sufficiency. The Soviet government has 
hailed international brotherhood and condemned nationalism as a 
capitalistic product doomed to extinction. The financial boycott 
Imposed upon the Soviet government, following its complete repudi¬ 
ation of foreign debts and confiscation of foreign Investments, 
caused a scarcity of capital in the yoxmg socialist co\xntry. At 
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great cost to the Russian people, the Soviet leaders embarked on 
a drive for self-sufficiency; their gigantic program of industrial¬ 
ization, with an undisguised emphasis on war preparedness was 
justified to the people by the alleged necessity to protect the 
fatherland of the victorious proletariat against capitalistic en¬ 
circlement and strangulation. Mussolini and Hitler, basing their 
efforts upon a determination to free their respective countries 
from "economic servitude” to the "plutocracies," sought respective¬ 
ly to make Italy and Germany as nearly as possible independent of 
foreign supplies. 

The tendency toward autarchy throws into sharp relief the 
great inequalities in the distribution of natural resources, and 
especially of strategic raw materials. Under the conditions of a 
comparatively ib?ee economic intercourse among the world’s trading 
areas, the division of nations into "have's" and "have nots" did 
not carry the ominous meaning it acquired in the fascist and Nazi 
propaganda literature. With the increase of trade barriers, how¬ 
ever, the problem of selling and buying becomes for the poorer na¬ 
tions exceedingly difficult. Economic nationalism, feeding upon 
Itself, makes political sovereignty over areas richly endowed 
with raw materials a prerequisite for national economic secxirlty 
and growth. 

In a world divided among a few great powers, the weaker coun¬ 
tries become Increasingly dependent on foreign favors. Even if 
there were international agreements to supply raw materials to 
all countries on terms of equality, nations with insufficient pur¬ 
chasing power would be at a disadvantage. Encouraged by the self¬ 
ishness and blindness of the fortunate "haves", economic nation¬ 
alism forged new weapons for the already crowded arsenal of war. 
Even if an advance of science and a growing use of substitutes 
should enable some countries to achieve a "synthetic self-suffi¬ 
ciency," economic segregation still would not serve the best in¬ 
terests of the people of the world. Such segregation would inevi¬ 
tably divert national energies from their most productive uses, 
and would Just as Inevitably feed animosities and tensions. Self- 
centered, non-cooperative national planning leads to a further 
interruption of, and interference with, the exchange of goods 
across national boundaries, and loads the atmosphere with dangers 
of strife and retaliation. 

Technological progress, especially revolutionary changes In 
the means of transportation and communication, welded the world 
into a unit; economic and political nationalism "puts the chick 
back into the egg" by dividing the world into exclusive geographic 
sovereignties. Democratic nations have not done their duty toward 
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world solidarity in the period since the close of the first World 
War. The fascist governments, obsessed with the idea of power, 
erected additional barriers to cooperation, and by saber rattling 
and rearmament have increased the universal insecurity. Glorifi¬ 
cation of force as the only method of solving international dif¬ 
ferences made an understanding with peace-loving democratic coun¬ 
tries more and more difficult. "The incompatibility of war eco¬ 
nomics and peace economics can hardly be overstressed." The to¬ 
talitarian countries have consciously committed themselves to a 
power policy and so have precluded a peaceful satisfaction of 
their needs. 


COMPETING RATIONALES OF AUTARCHY 

The drive for autarchy finds its proper place in the total 
panorama of a power state. The leaders demand unanimous backing 
for their policies because they are allegedly the Infallible ex¬ 
pression of the highest national good. Diversity of economic in¬ 
terests within a country is, in the logic of totalitarianism, a 
contradiction of basic premises. A democratic country sometimes is 
shaken to its foundations by violent economic conflicts. The to¬ 
talitarian countries suppress and conceal such conflicts because 
they claim complete national unity as one of their greatest 
achievements. To prove that this unity is genuine rather than 
forced, they offer two different rationales, though the ultimate 
effects of their contentions on the daily life of people are es¬ 
sentially the same. 

The Marxist doctrine . In Russia, where, next to Germany, the 
Marxist doctrine had for generations the greatest Influence, the 
class struggle theory is used to explain the Inherent disunity of 
capitalistic coiintrles. This theory reduces the multitude and va¬ 
riety of group conflicts in a modern state to an irreconcilable 
clash between bourgeoisie and proletariat, which is considered an 
inevitable consequence of the capitalist economic system based on 
private ownership of the means of production. Class struggle can¬ 
not be eliminated or mitigated under capitalism; all assertiwis 
and attempts to the contrary are held to be a product of illusion 
or malicious deceit. Only an overthrow of the system Itself will 
bring about the mlllennlxim, and fortunately capitalism - being its 
own grave digger - is bound to collapse. Miraculous as it may 
sound, from the womb of a class society a classless society is to 
emerge. In compliance with the iron laws of history th© deplora¬ 
ble class war is inevitably doomed, and the h\iman dream of unity 
and unselfish cooperation is bound to come true. With the suppres¬ 
sion of the capitalists and the nationalization of the means of 
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production - the class society will vanish from the earth once 
and for all. Unity will be achieved by a removal of the very roots 
of conflict. 

The practical result of this theory is that the existence of 
any significant disunity In the Soviet Union is flatly denied by 
Its leaders who enjoy the monopoly of speaking for the people. In 
the words of Stalin only criminals or Imbeciles can fall to appre¬ 
ciate the new solidarity that became effective after 1936 when 
the achievement of socialism was officially announced in the new 
constitution. Criminals and imbeciles are not supposed to share 
the privileges of free speech and action - their place being in 
proper institutions, or behind bars, or on the scaffold. For the 
same reasons, only saboteurs can demand from the state more goods 
and benefits than it offers; being a socialistic state it gives - 
by definition - to its citizens all that is possible under the 
circumstances. It cannot be affected with class domination or 
lust for power; the good of the nation is the only motive behind 
the untiring work of the leaders. Skeptics and disbelievers are 
either misled victims of subversive propaganda, or agents’ of the 
bourgeoisie; l.e., enemies of the people who must be treated ac¬ 
cordingly. 

The fascist theory . The fascist doctrine arrives at substan¬ 
tially the same conclusion by virtue of a logical salto mortals 
of even greater intricacy. It does not seek to destroy private 
property; both Mussolini and Hitler bow before this historical 
institution and pay tribute to the values of private enterprise 
and competition among individuals as factors of economic efficien¬ 
cy, In this sense the fascist economic structure may justly be 
called capitalistic. But the position of business in fascist 
states is a subordinate one. In direct contrast to the laissez- 
faire order of society "private organization of production is a 
national function of the employer," he is serving the state and 
responsible to It. The state escapes the tremendous complications 
of business operation and the risks that go with it and yet claims 
the prerogative of directing the economic activities of its citi¬ 
zens, and reserves unequivocally the unlimited right of interven¬ 
tion "when private initiative is lacking or insufficient, or when 
the political Interests of the state are Involved." As the state 
is the only judge of what initiative is sufficient and what the 
political Interests at any given moment are - business Is entirely 
at its mercy. The Soviet and fascist structural principles differ 
but the collectlvlstlc spirit is. In each case, pretty much the 
same • 

Fascism rejects emphatically the doctrine of class struggle. 
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The overwhelming position of the fascist state reduces to insig¬ 
nificance the divergent group Interests within the state. Modern 
Italy admits their existence more candidly than does Nazi Germany, 
but they are one in their efforts to minimize the conflict between 
employers and employees. They maintain alike that in the fut\ire, 
when the new mentality will have become universal, a citizen will 
assert himself above all as a duty-bound member of the community. 
To let class solidarity prevail would be a menace to the doctrine 
of national unity and harmony. Italian fascism resisted the temp¬ 
tation of throwing the workers and the entrepreneurs together in 
one comprehensive organization; they exist separately on the sub¬ 
ordinate tier of confederations although they are united in the 
corporations. The Nazi solution presents an attempt to attack the 
problem somewhat more radically. Thus, both idealogies are a chal¬ 
lenge to the Marxist doctrine of class war. What they suggest is 
the possibility "to set up a capitalistic structure without cap¬ 
italism's normal class-severing consequences." 

Employers and employees perform different but equally impor¬ 
tant functions in the national economy; their rights are conferred 
upon them by the omnipotent state as a reward for the proper per¬ 
formance of duties. No deadlocks in their mutual relations are con¬ 
ceivable as long as they remain loyal to the supreme interests of 
the nation. So runs the theory. In terms of their economic liber¬ 
ties, all classes of society are losers under a totalitarian re¬ 
gime, and the question of which one of them suffers the greatest 
losses is not easy to determine. All of them are forced to sacri¬ 
fice. Labor gives up all rights to strike and to get higher wages 
without the sanction of the state; the entrepreneur forgoes the 
cherished Independence of conducting his business; consumers are 
limited in their choices of modes of living. The tendency of eco¬ 
nomic groups to profit at the expense of each other or of the com¬ 
munity as a whole is replaced by the commands of the state that 
utilizes and exploits all individuals and groups ad llbltxun to 
achieve its ends. 

The nation is transformed by force and persuasion into a man¬ 
ageable and malleable organism, the members of which owe greater 
loyalty to the whole than to themselves. The complex parts of the 
economic system are geared together in a manner that pemits the 
state to convert them into instrximentalities to serve its current 
purposes. Activities are coordinated to the exclusion of disrupt¬ 
ive, centrifugal forces. The whole body of production is treated as 
a single unit serving the state, which proclaims its objectives 
and demands sacrificial conformity. The Italian corporate structure 
as well as the German "estates" are not concessions to the princi- 
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pie of economic self-government, but are rather convenient schemes 
Insuring supposedly a more efficient system of operation in in¬ 
dustry and agriculture. Private enterprise is retained in fascist 
countries not for its own sake; it is expected to be more product¬ 
ive than wo\ild be the case if enterprise were taken over by the 
state. The market mechanism is not abolished, but is subjected 
to manipulations and restrictions. Wages and prices continue to 
exist, but their movements follow the dictates of the state rather 
than the forces that operate in free markets. The economy as a 
whole is meant to be a challenge to those theorists of free mar¬ 
kets who maintain that interference with its laws is bound to 
cause disruption and chaos. 

BASES OF TOTALITARIAN ACTION 

The renowned formula "guns instead of butter" reflects the 
conflicting bases of a laissez-faire and a totalitarian economy. 
Citizens, as consumers with a certain purchasing capacity, oemano. 
"butter" even in a totalitarian covin try, but the state gives pri¬ 
ority to guns simply because it is building a powerful military 
machine. In free countries the citizens could not be asked in 
peace time to subordinate their elementary desires and needs to a 
lust for national power. In a totalitarian state the will of the 
government Is supreme; production is forced to disregard the chan¬ 
nels of greater profitability and must anticipate and comply with 
the will and intentions of the state, rather than those of the 
people. 

A democratic government may appear in a free market as a 
powerful buyer or seller, and yet may leave enough room for the 
private economy to approximate the movement of prices in a rela¬ 
tively free market. In our own country, anti-trust laws offer a 
substantial proof of the government's faith in the principle of 
free competition. The interventionism of totalitarian countries 
tends. In principle, to suspend market forces and to subordinate 
their spontaneous operation to the will of the state. It forces 
Owners of capital, entrepreneurs, farmers, and wage earners to 
nse their resources and their labor, not as they would if left 
alone, but according to superimposed laws and commands. Free econo¬ 
mies adopt similar rules of conduct In times of emergency, espe¬ 
cially in times of war; totalitarian economies employ this device 
in peace time, and proudly claim to have succeeded better than de¬ 
mocracies. Soviet Russia has wiped out unemployment and so has Ger¬ 
many; Italy has obtained agricultural self-sufficiency. Germany 
has created a formidable military machine and mobilized her econo¬ 
my much move successfully than in the war of 1914-1918. Consequent- 
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ly If efficiency is defined In terras of achieving national power 
and wealth, of having certain things done and done quickly, the 
totalitarian powers can look upon their work with considerable 
satisfaction. But If we assume that the aim of an economic system 
Is to provide a plentiful supply of goods at a minimum sacrifice 
to people, both In terms of toll and In terras of freedom, then 
the experience of totalitarian countries turns out to be a demon¬ 
stration of frustration and a warning to the other people of the 
world. 

Fascism proclaims a new system of values. As Mussolini de¬ 
clared In his summary of the doctrine, "fascism denies the possi¬ 
bilities of the materialistic conception of happiness and leaves 
It to the economists of the first half of the nineteenth century; 
that Is, It denies the equation 'well-being equals happiness,' 
which reduces man to the state of animals, mindful of only one 
thing - of being fed and fattened, reduced and degraded to a pure¬ 
ly vegetative existence." However antagonistic may have been their 
methods of achieving welfare, Adam Smith and Karl Marx were one 
in the belief that the success of a modern economic system Is 
best measured by its capacity for bringing about a higher and uni¬ 
versally attainable standard of living. The Soviet state adheres 
in theory to this doctrine of a welfare economy, and tries hard 
to find convincing excuses for Its practical failure to achieve 
It. Fascism, on the other hand, places the power of the state 
above the well-being of individuals, heroic virtues of sacrifice 
above material welfare. The population of a fascist country may 
be likened to an army: citizens, like soldiers, must be satisfied 
with the minimum of food, clothing, and shelter they are allotted, 
because they are enlisted for a cause that is worthy of any amount 
of privation and suffering. 

What Is the "cause" that, in the last analysis, feeds the 
enthusiasm of totalitarianism? Given the absolute power of the 
state, the greatnesi of a nation must seek its ultimate goal be¬ 
yond the nation's own borders. Both the Soviet and the fascist 
leaders preach a "new world order." The Bolsheviks always con¬ 
sidered themselves but a vanguard of the proletarian world revo¬ 
lution. The Communist International, justly styled the "ministry 
of revolution" has been for years a propaganda center for the 
grandiose plan of converting the political life of the entire 
earth Into a federation of socialist republics after the Soviet 
pattern, presumably with Stalin as its glorious leader. 

Fascism, on the contrary, has derived its chief support from 
a doctrine of narrow nationalism. Yet recently it, too, has em¬ 
barked on a grandiose propaganda of a "world revolution." Musso- 
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llnl's assertion that "fascism cannot be exported" is out of 
date. Both Hitler and Mussolini try to win sympathy in democratic 
countries by lamentations about the injustice of a world divided 
into ^’haves" and "have-nots." They began with demands for more 
"living room." After the outbreak of the war in 1939, Hitler, as 
the war-lord of fascism, revealed its astonishing ambitions. Ac¬ 
cording to Rosenberg, the Nazi party philosopher, in this war "a 
decayed era is crumbling to dust beneath the marching feet of the 
German army." The never accomplished dream of Pan-Europe is to be 
realized in the form of a Pan-Teutonic Europe under Germany's 
hegemony. At present (spring of 1941) Germany holds the European 
continent; the few nations which, like Sweden, have not been oc¬ 
cupied lead a precarious existence by the grace of Berlin. 

GOALS AND ASPIRATIONS 

Germany's (and Italy's) present struggle la described by 
their official spokesmen as a "revolt against capitalism." Borrow¬ 
ing slogans from red Moscow they appeal to the workers of the de¬ 
mocracies to enlist their support for the defeat of the "plutoc¬ 
racies," above all of England and the United States, They have 
prepared blueprints of the "New Order." It divides the world into 
a few large economic areas dominated by totalitarian powers. Ger¬ 
many's claim to domination over Europe is supported first of all 
by argxunents borrowed from the convenient racial myth; the master 
race is bound to become the providential master of all Europe, 
with some areas around the Mediterranean carved out as Italy's 
sphere of control. In view of Germany's geographical position in 
the center of Europe and of her military and industrial power, the 
Nazi leadership is planning a complete reorganization of that con¬ 
tinent. Just as the political "Balkanization" of Europe attempted 
by the Versailles treaty is to become a thing of the past, the un¬ 
controlled state of economic relations among European countries is 
to be terminated. Nazi economists are preparing a plan for the fu¬ 
ture rationalized system of European economic "collaboration" with 
the Reich. Although preliminary accounts of the scheme are far 
from complete or definite, they reveal a few highly significant 
features. Nazi economists envisage the new Europe as one economic 
area with a distribution of functions that will make Germany right¬ 
fully "the workshop of Europe." Ihe consolidation of the European 
continent under German leadership is only a part of the planned 
"New Order:" its ultimate outline will determine the future shape 
of the entire world should Germany be victorious In the present 
war. According to Nazi blueprints, free International trade Is to 
be replaced by "orderly" exchange of goods among controlled econ- 
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omies. Until the "master race" acquires a supreme command over 
the resources of the entire globe. Greater Germany will employ 
the European economic bloc "in the struggle among the great world- 
political spaces." 

The totalitarian systems have driven ad absurdum some latent 
and Inescapable trends in our age of rapid transition. Democracy 
is in need of Intelligent leadership. The system of laissez-faire 
requires a thorough overhauling and intelligent control. As an 
alternative to the perfectionist claims of the apostles of econom¬ 
ic individualism, self-appointed Messiahs offer others "made in 
Moscow" and "made in Berlin." The fallacy of an automatic harmony 
emerging miraculously from conflicts in a self-equilibrating mar¬ 
ket mechanism is replaced by an equal fallacy of omniscient and 
omnipotent planning. The belief of the Soviet rulers that the 
world can be ciored of its sins and evils if only ownership of the 
means of production is shifted from individuals to the state is 
just as naive (if it is at all sincere) as the fascist promise of 
a mlllenliun that is to arise from the subjection of all economic 
activities to the designs and will of a nationalistic elite. 

Reality knows no absolutes. The choice before mankind is 
limited to relative values and approximations. Whilst a modern 
democratic society with all its faults contains instrumentalities 
for organic and peaceful reform, totalitarian systems remove all 
checks on the rulers and vastly augment their power, making it 
practically all-inclusive. Tyrannies no matter how skillfully dis¬ 
guised, cannot be tamed except by superior force. "Power corrupts; 
absolute power corrupts absolutely." The will of the God-sent 
leader becomes the infallible measure of all things as he consid¬ 
ers himself free of restraints imposed by moral progress. Brutal 
coercion is bovtnd to gain priority over other methods of govern¬ 
ment when ends are a sufficient justification for the indiscrimi¬ 
nate use of means. The gullible masses of Russia, Italy and Ger¬ 
many are paying heavily for fake panaceas. 
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THE SOURCE OF AUTHORITY 

The Bolshevik revolution of 1917, during the first World War, 
led to the establishment, on the debris of the czarist Russian 
Empire, of an hitherto untried system of government. Coxmcils, 
known as Soviets, elected by the masses of the people throughout 
the country during the tumultuous months following the abdication 
of the Romanovs, were to become the foundation stones of a new 
political and economic structure operated by, and for the benefit 
of, the urban proletariat and the rural peasantry. Today the com¬ 
plex hierarchy of Soviets which has been developed serves merely 
as a convenient political facade. The ultimate source of authori¬ 
ty and action in the Soviet Union rests not with the official gov¬ 
ernment as representative of the popular will, but with the Com¬ 
munist (Bolshevik) Party, the real power behind the scenes. 

The Communist Party functions on an entirely different plane 
from the familiar political parties of western democracy. Not 
only is the legal existence of any other political party \inthinka- 
ble in the U.S.S.R., but even the formation of a dissident faction 
within the Communist Party itself Invites stern punishment, as il¬ 
lustrated by the fate of the Trotsky opposition. Admission to the 
party is deliberately limited to a small fraction of the popula¬ 
tion, lending it the character of an elite organization composed 
of the most ardent supporters of the Soviet regime. The basic par¬ 
ty unit, the "cell," consists of all the communists in any Soviet 
institution, whether a factory, village, store, school, office, or 
army detachment. There are more than fifty thousand of these "eyes 
and ears" of the party holding strategic positions in every walk 
of life. A hierarchy of elected party organs culminates in the 
Central Conrilttee, a permanent administrative body subordinate on¬ 
ly to the party congresses. Actual control of party policy is ex¬ 
ercised by a political bureau (Politbureau) - a small inner group 
elected by the Central Coirmlttee. Joseph Stalin, the Secretary 
General, derives his unlimited authority over party activity from 
the control of this organization. His leadership of the party in 
turn assures him a controlling Influence in the Soviet state as 
well as in the Comintern. The Comintern (Communist International) 
founded by Lenin in 1919 with headquarters in Moscow, is a union 
of Communist Parties the world over dedicated to "the overthrow of 
the international capitalistic system," _i.^., of all forms of gov¬ 
ernment except the Soviet variety. Thus the Janus-like leadership 
of the Soviet Union establishes normal political and economic 
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relations with capitalistic governments on the one hand and works 
for their -ultimate destruction on the other. 

THE STALIN CONSTITUTION 

The Bolshevik revolution, resulting in a "proletarian dicta¬ 
torship" aimed at the establishment of socialism by eliminating 
private ownership of means of production. This task having been 
accomplished, the Soviet state entered the second phase of its 
development, marked by the final abolition of antagonistic classes 
and the creation of a functioning socialistic economy, an fechieve- 
ment celebrated by the adoption of a new constitution in 1936. 
This so-called Stalin constitution is hailed by communists and by 
"friends of Soviet Russia" as the one truly democratic constitu¬ 
tions in the entire world. Superficially, it contains numerous 
formal concessions to the principles of western democracy but one 
would search the constitution in vain for that very essence of 
democracy - the right of citizens to criticize the policies and 
actions of the ruling party and to remove it from power by free 
elections. It would be equally futile to examine this document 
for provisions permitting the existence of a free, articulate, 
and organized opposition. The mass trials and executions in recent 
years of a host of army chiefs as well as of many prominent vet¬ 
eran Bolsheviks - co-founders of the Communist Party and of the 
Soviet state - on charges of sabotage and high treason threw a 
glaring light on the fictitious character of the democratic guar¬ 
antees enjoyed in the Soviet Union. If, as is maintained by Marx¬ 
ian Socialists, political democracy in bourgeois countries is but 
a mask for a capitalistic oligarchy, then the Soviet variant of 
democracy is Just window-dressing for the dictatorship of the Com¬ 
munist Party or, more exactly, for its top layer dominated by 
Joseph Stalin and his associates. 

The Soviet Union is a thoroughly centralized federation of 
sixteen republics. The highest state organ of the Union, known as 
the Supreme Soviet, consists of two chambers with equal authority? 
the Union Soviet elected by all citizens over eighteen years of 
age, and the Soviet of Nationalities chosen by the constituent na¬ 
tional units. Absolute control by the party renders the broad 
electoral rights of the population largely illusory, as no other 
candidates except those openly or tacitly approved by the party 
may be elected. The Supreme Soviet normally convenes twice a year 
for brief sessions, so that the continuous exercise of government¬ 
al power rests with a smaller body, the Praesidium, elected by the 
Supreme Soviet. The Coiancil of Peoples’ Commissars, with adminis- 
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trative and policy-making functions resembling those of a cabinet 
In democratic countries, is controlled by the Praesidiuin. 

SOVIBT NATIONAL POLICY 

The czarlst policy of forcible russification failed to ex¬ 
tinguish the national identity and aspirations of the many scores 
of non-Russian minorities scattered throughout the vast empire. 

In the super-national Soviet state all national units enjoy equal 
rights, on the condition, however, that they follow unreservedly 
the so-called "general line" of the Communist Party. The princi¬ 
pal activities of the national governments are under the strict 
control of the Kremlin, and such sovereign functions as national 
defense and foreign affairs, as well as foreign trade, transporta¬ 
tion, communication, and all vital industries are placed within 
the exclusive Jurisdiction of the central government of the Union 
in Moscow. The right of the several republics "freely to secede 
from the U.S.S.R." solemnly guaranteed by the constitution, has 
been reduced to a legal fiction, as any separatist tendencies 
among national minorities are eo ipso branded as counter-revolu¬ 
tion, supressed in embryo, and severly punished. Thus, like many 
of the governing powers enjoyed by British monarchs, this power 
remains such only as long as it is not used. 

The Soviet leadership has inaugurated an impressive revolu¬ 
tion in the field of education and culture. Illiteracy declined 
from around sixty-five per cent in 1917 to less than ten per cent 
in 1939, according to the population census of the latter year. 
Primary education has been made universal and compulsory, and the 
number of high schools and colleges has increased many fold. 
Schooling is by no means a privilege of youth; the entire nation 
is taking advantage of the numerous educational facilities offered 
everywhere, and even the roost backward national minorities are en¬ 
couraged and assisted in the development or rebirth of their own 
culture. The government patronizes the arts and sciences and has 
furthered the exploration of the great natural resources of the 
country; its work in the "white continent," the Arctic region, has 
won world-wide recognition. 

But the totalitarian principle under which the Soviet regime 
operates peimeatea all its cultural activities. The benefits of 
cultural progress are indeed available to all inhabitants of the 
TJ.S.S.R., but only in a constricting atmosphere of forceful In¬ 
doctrination in the official creed. The slightest deviation from 
the Stalinist "gospel" is treated as a major political offense. 
Teachers, artists, and scientists must observe constant caution, 
carefully following the ever-shifting policies of the government. 
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praising what it praises and condemning what it condemns. A thor- 
oughgoing censorship over all channels of communication prevents 
the people from hearing about and judging events In any way other 
than that which is officially approved, and a dual moral code de¬ 
mands that Soviet citizens accept enthusiastically the very mea¬ 
sures of the Soviet regime which they must attack as harmful and 
indefensible when practiced outside the Soviet Union. Religion is 
tolerated as a deplorable relic of the "dark ages" of mankind, in¬ 
cluding the age of capitalism; to the party it is an anachronism 
in a materialistic society and as such is doomed to extinction. A 
government-sponsored "League of Atheists" counting millions of 
members, especially among the new generation, conducts an Inces¬ 
sant anti-religious propaganda, while those who still cling to 
religious belief may perform their rites but are forbidden to car¬ 
ry on any organized missionary activity. 

FOREIGN POLICY 

Soviet foreign policy is dominated chiefly by the motive of 
self-preservation at any cost. The ideological and political mo¬ 
nopoly of the Communist Party over Russian life has led to a con¬ 
venient identification of its aspirations and achievements with 
the ultimate welfare of mankind. As a result of such an "equation," 
the world has witnessed in recent years the rapid growth of a pe¬ 
culiar "Soviet patriotism." Haunted by fear of encirclement, at¬ 
tack, and annihilation by world capitalism, Stalin has made the 
survival of Soviet power the paramount objective of his life-work. 
The desperate pursuit of this policy may explain in part the truly 
sensational pact of the Kremlin with the Nazi government - its 
arch foe - in the memorable days of August, 1939, which precipi¬ 
tated the Second World War. The Soviets have taken full advantage 
of the long-awaited clash among capitalistic countries to extend 
their possessions all along the western boundary of the U.S.S.R. 
The new policy of territorial acquisition began its trliunphant 
advance with the armed occupation and cuinexation of eastern Poland 
in a partition deal with Hitler’s Germany; the conflict with Fin¬ 
land resulted in further territorial gains; a quick succession of 
ultimatums brought under Stalin’s domination the three small Bal¬ 
tic co\mtrie3; by identical tactics, i.e., a threat of overwhelm¬ 
ing military force, he wrested from the important Rtunanlan govern¬ 
ment the provinces of Bessarabia (formerly part of the ozarlst 
empire) and Northern Bukovlna. Thus, in less than a year, the So¬ 
viet government restored the old czarist boundaries of Russia with 
some extensions. 

This expansionist policy, labeled by its advocates not as 
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Imperialism but more euphemistically as "sacred socialistic ego¬ 
ism" was preceded by the organization, in the country of socialism, 
of the largest peace-time army in the world. The annual military 
expenditures of the Soviet government increased about forty fold 
in the eight years between 1932 and 1940. Stalin continues his 
mysterious maneuvers amidst the world conflagration probably in 
the hope that Europe’s calamity will be the Kremlin’s opportunity. 

ECONOMIC STRUCTURE 

That which, above anything else, distinguishes the Soviet 
state from any other modern state and makes it truly unique is 
its economic organization. The Soviet state functions as a single 
gigantic enterprise operated by or under the close control of a 
hierarchy of government officials. The central government may, in 
this sense, be regarded as a perpetual board of directors entrust¬ 
ed with the management of an area which is almost three times as 
large as the United States and includes almost 200 million inhabi¬ 
tants . 

With the seizure of power by Lenin and his associates in No¬ 
vember, 1917, all natural resources, large-scale industrial organi¬ 
zations, communication and transportation systems, credit facili¬ 
ties, mills, factories, the important instrumentalities of distri¬ 
bution, some farms and agricultural equipment, and basic housing 
facilities became state property. Most of the individual peasant 
holdings have been organized into productive cooperatives, known 
as collective farms. These are under rigid control by the state, 
as are all other cooperative enterprises in the Soviet Union. The 
remaining "private" sector of the Soviet economy, small in size 
and numbers, exists only at the pleasure of the all-powerful Sovi¬ 
et Leviathan, Private property rights have been retained with re¬ 
spect to the possession of household articles, some homes, live¬ 
stock, poultry, certain farm tools and all consumers’ goods. The 
operation of small-scale private enterprise by individual peasants 
and artisans is still permitted "provided there is no exploitation 
of the labor of others." The product of their work may be sold 
(but not resold) directly to consumers, and the proceeds of the 
transactions as well, as any savings accumulated therefrom may be 
owned and Inherited as private property protected by law. Private 
property and private enterprise occupy a subordinate and negligi¬ 
ble place in the total economy of the Soviet state. The Soviet 
state as described by Its apologists is at present in the social¬ 
istic phase of its development as distinguished from that of pure 
communism which will witness, at some future time, the final dis¬ 
appearance of private property and enterprise. Thus, government 
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ownership and operation of enterprise, which in this country Is 
regarded as incidental and exceptional, has become the basic pat¬ 
tern of economic activity In the whole of Soviet Russia. 

ECONOMIC OBJECTIVES 

Socialization . In contrast to an economy operating in a rela¬ 
tively free market the Soviet structure fiinctions as a unit for 
purposes announced and pursued by its leadership. The leaders, 
Lenin and Stalin, have adhered dogmatically and wholeheartedly to 
that basic tenet of the Marxian creed which proclaims the inevita¬ 
bility of socialism following the overthrow of modern capitalism. 
The primary bolshevik objective as proclaimed in November, 1917, 
was the establishment of a socialist economy through the national¬ 
ization of all primary means of production and distribution. For 
ten long years, however, agricultural production remained unsoclal- 
ized; in fact the number of individual peasant holdings increased 
by fifty per cent during this period, , from about 16 million 

farms in 1917 to 24.8 million in 1927 with an average of eleven 
acres under cultivation. In the latter year a serious shortage in 
the supply of grain confronted the Soviet leaders with the funda¬ 
mental discrepancy that existed between the socialistic organiza¬ 
tion of industry and the non-sociallstlc forms of enterprise in 
agriculture. Stalin realized that the sources of food supply for 
the growing non-rural population were at the mercy of a partly 
hostile, partly indifferent peasantry. He became convinced that 
the Soviet Union could not survive indefinitely on a "half social¬ 
ist and half capitalist" basis. As a result of the decision to put 
an end to this duality of economic operation there have been cre¬ 
ated out of a vast number of formerly private small landholdings 
more than 200,000 large collective farms. Strictly speaking, these 
farms are not state enterprises, but the government controls their 
operations to a degree sufficient for its inmediate purposes. The 
process of agricultural collectivization has not yet been com¬ 
pleted; about five per cent of independent farms have not been In¬ 
corporated Into collective farms, but the area under individual 
cultivation amounts to less than one per cent of the total. 

Increasing labor productivity . Marxian doctrine maintains 
that "no social formation ever disappears before the material con¬ 
ditions of a new order are mature in the womb of the old society. 
Translated Into less obscure language this "iron law" of history 
Implies that a socialistic economy can be successfully established 
only after the cycle of capitalistic development has been com¬ 
pleted. According to this view, backward czarlst Russia was any¬ 
thing but ripe for a socialist revolution. When, nevertheless. 
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Lenin and his associates succeeded in forcing Russia on the road 
of a social revolution, they were confronted with the task that, 
according to the orthodox theory, should have been accomplished 
by capitalist enterprise, l.e_., the Industrialization of an over¬ 
whelmingly agrarian country. This paradox determined another par¬ 
amount objective of the Soviet regime. It is frequently expressed 
in the familiar phrase "catching up with and outstripping" indus¬ 
trial Europe and the United States by increasing the productivity 
of labor - an area in which great achievements have been recorded 
by capitalistic industrial organization. 

National defense. Another objective of Soviet policy reflects 
the consciousness of insecurity of the one socialistic nation in 
a hostile capitalistic environment. During the initial stages of 
the revolution the Bolsheviks firmly believed that its success 
was dependent upon victory of proletarian uprisings in other Eu¬ 
ropean countries. When this hope was frustrated, Stalin boldly 
advanced the now famous doctrine of "socialism in a single coun¬ 
try." According to this doctrine socialism can be established in 
Russia alone, although the one nation alone will not be safe until 
the system is extended to other countries. To survive during this 
period of uncertainty, the Soviet Union must be armed to the teeth 
lest one or more of her potential enemies undertake to crush the 
yoxing socialist state. The Soviet leaders cite the foreign inter¬ 
vention against the "Reds" during the civil war in Russia as proof 
that their apprehensions are real and well-founded. Thus the 
strengthening of the defense of the "socialist fatherland" occu¬ 
pies probably the most prominent place among the aims of the Sovi¬ 
et economy for the time being. 

Higher standards of living. Another basic objective has to 
do with raising the material and cultural living standards of the 
people In the Soviet Union. The avowed aim of its leaders is so 
to raise the general standard of living that eventually it will 
surpass that of the most advanced capitalist countries and Insure 
universal welfare and happiness to its inhabitants. 

SOVIET PLANNING 

These aspirations (except socialization) are familiar ones in 
any modein country, but in most other countries tradition has it 
that only a few functions, as for example national defense, should 
be intrusted to the state or its agents. Economic progress is the 
concern of nobody in particular; it is expected to emerge as a re¬ 
sult of the Independent activities of a multitude of autonomous 
business units, regulated by the "invisible hand" of the market 
mechanism. The Soviet economy's outstanding characteristic is its 
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attempt to replace what is regarded as an ijrrational market with 
determined and thoroughgoing planning. Planning seems both a logi¬ 
cal and practical necessity when all the important sectors of the 
economy are operated by the government, and when this government 
dismisses free enterprise as an historically outworn institution. 
Not unlike natural forces, social and economic processes are to 
be taken out of the realm of contingency and blind spontaneity 
and given a rational organization and direction. Just as planning 
on a small scale is a necessity in every human undertaking, so So¬ 
viet planning is viewed as but a wider application of the rules 
of good housekeeping to the business of a whole natlon- 

The vast network of planning boards attached to almost every 
institution in the U.S.S.R. is hierarchically organized and headed 
by the All-Union State Planning Commission, known as the Gcsplan- 
The Gosplan is not a policy-making body, but rather an advisory 
and administrative organ subordinate to the government and, fi¬ 
nally, to the all-powerful Communist Party. The party determines 
the economic objectives and policies to be pursued for a given 
period of time and Instructs the Gosplan to draw up a tentative 
plan, which is passed on for consideration to governmental depart¬ 
ments throughout the country. The latter prepare more detailed 
programs which are submitted to local organizations which in turn, 
notify the individual factory, mine, or collective farm of the part 
it is expected to play. Then, in a corrected and a more concrete 
form, the detailed plans move back from the periphery to the cen¬ 
ter, the Gosplan, which undertakes to convert them into a balanced 
single social-economic plan for the entire Soviet Union. It has 
become customary to draw up plans for five year periods since the 
inauguration of the first five-year plan in 1928. The third plan 
has been in operation since January 1, 1938 and will terminate at 
the end of 1942. 

After a plan has been submitted to the government and has met 
with its approval, it becomes a law that can be amended only by 
the government itself. As a matter of fact, the Soviet authorities 
do not hesitate to make alterations, whenever, in their opinion, 
circumstances warrant them. Soviet plans are not merely passive 
estimates of probable economic changes on the basis of past expe¬ 
rience. Soviet leaders refuse to accept Inherited rates of devel¬ 
opment as a pattern for their ambitions. They draw up plans "with 
a will," with a determination to strive for a happy medium between 
the imperative demands of rapid socialization and self-preservation 
on the one hand, and the Inevitable limitations imposed by the hu¬ 
man and natural resources at their command on the other. The im¬ 
mediate needs of the population are taken into account only in so 
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far as their satisfaction is likely to contribute to the attain¬ 
ment of the basic objectives. A stern discipline reigns over both 
production and consiimption, and the authorities employ an elabo¬ 
rate machinery of propaganda to mike present individual sacri¬ 
fices for the sake of a promised future abundance as palatable as 
possible. It must be emphasized that no public criticism of this 
policy is possible in the Soviet Union; the official reason for 
the taboo being that advocating any other course of action would 
be tantamount to encouraging bourgeois coxmter-revolution. All 
branches of the Soviet economy are operated not merely for the 
benefit of the actual producers but as vehicles of the general 
welfare, as conceived by the leadership of the country. 

AGRICULTURAL ORGANIZATION 

Thus agriculture, which still occupies about seventy per cent 
of the population, must serve the ends established by the state. 
When, toward the end of the twenties, the party arrived at the 
conclusion that individual land cultivation was both inefficient 
and unreliable in terms of loyalty to the rulers in the Kremlin, 
Stalin and his associates launched a determined drive for agri¬ 
cultural collectivization. They chose, instead of complete natlon- 
Ization, the compromise of cooperative farming controlled by the 
state. Outwardly, their efforts were crowned with success. In 1928 
more than ninety-five per cent of the total sown area was culti¬ 
vated by approximately 25 million individual peasant families; 
four years later two-thirds of them had been organized into col¬ 
lective farms; and by 1937, at the end of the second five-year 
plan, ninety-three per cent of the peasant units were members of 
about 250,000 such farms. There are, in addition, several thousand 
state farms operated directly by the government in a manner not 
unlike that employed in industrial undertakings. A relatively 
small number of recalcitrant peasants still operate outside the 
collectives, but by far the largest part of agricultural produc¬ 
tion is carried on by cooperative associations of farmers who are 
granted the right of economic self-government on condition of good 
behavior. The resulting increase in the size of productive units 
affords the opportunity of utilizing the advantages of large-scale 
cultivation. The government operates more than six thousand so- 
called machine-tractor stations equipped with hundreds of thou¬ 
sands of modern harvester combines, motor trucks, and tractors 
available for hire to all collective farms. 

In order that the collective farms Improve their methods of 
production and management, the government provides them with ex¬ 
port advice as well as with machines, fertilizers, and credit. 
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Despite large investments by the state, the production of grain 
has increased but slowly, due largely to the continued low yields 
per acre. The government's efforts were much more successful with 
regard to various industrial crops (cotton, flax, sugar beets, 
etc.). The country has not yet fully recovered from the devastating 
losses in livestock which accompanied the process of semi-compul¬ 
sory collectivization. The peasants resenting the drive slaughtered 
or permitted to perish over half of their horses, cattle, sheep, 
and swine. The loss of human lives resulting from a widespread 
famine during the same campaign has been made up more quickly 
than the loss in livestock. 

By merging the peasantry into collective farms the Soviet 
sought to provide the non-rural population in the cities and in¬ 
dustrial centers, as well as the armed forces of the state, with 
an adequate supply of food, while at the same time Insuring a 
sufficient quantity of agricultural raw materials, The entire 
produce of the state farms belongs, of course, to the state, but 

the total amount produced is relatively small since these farms in¬ 
clude only a small fraction of the total cultivated area. The 
collectivized peasantry owns the product of its labor, as do also 
the few remaining individual farmers. But the government secures 
a substantial part of the harvest for the satisfaction of its own 
needs by means of so-called grain collections. Before the annual 
product can be distributed among the members of a collective farm, 
a fixed portion of the total, expressed as a specific quantity 
per acre, must be delivered to the government at such a low price 
as to make these deliveries but a hidden form of taxation com¬ 
bined with a substitute for rent (officially the peasants receive 
all the land imder cultivation free of charge). The compulsory 
grain collections thus relieve the peasants of about one-fourth 
of their crop. They also are called upon to pay in kind for the 
use of tractors or other agricultural machinery owned exclusively 
the machine-tractor stations. Additional grain is purchased by 
the state through voluntary transactions, and a considerable amount 
is sold by the farmers directly at the state-established bazaars 
in order to secure funds with which to pay taxes and to acquire 
manufactured goods. 

Because all important industries are owned and operated by 
the state, farmers producing agricultural raw materials are as¬ 
sured of the purchase by the government of their total output at 
prices fixed by the latter. Premiums for exceeding the contractu¬ 
al quantities serve as an incentive to larger production. Thus the 
peasants produce amounts in excess of their immediate needs partly 
because they are urged to do so, but mainly because only by sell- 



THE SOVIET ECONOMY 


467 


Ing a surplus can they hope to acquire the products of the cities 
and meet their tax charges. The government is aware of the fact 
that it cannot rely seriously on idealistic motives alone, but 
employs other inducements - such as offering higher payments for 
farm products, or fixing lower prices for the goods the peasants 
demand - to insure their willingness to produce more goods of 
better quality. 

The government has made bold attempts to extend the tradi¬ 
tional areas of cultivation of certain crops, as, for instance, 
wheat, sugar beet, and cotton. Wheat is now sown and harvested 
in northern regions far away from the black-soil belt. Sugar 
beets are grown successfully, not only in the Ukraine, but also 
in the Caucasus and in the Par East. The Soviets have encouraged 
the growing of cotton in new areas, never before so utilized, 
e.g., in the Ukraine and in the Crimea. With the help of science, 
the government is attempting to revolutionize the old methods of 
agricultural production and to enlist the cooperation of the pea¬ 
santry in its experiments. 

INDUSTRIAL ORGANIZATION 

In contrast to agriculture where cooperatives, in the foxmi 
of collective farms, account for the largest part of production, 
industrial organizations are, for the most part, operated directly 
by the state. However, along with the large-scale state enter¬ 
prises there exists a considerable number of producers’ coopera¬ 
tives, with an aggregate membership of several milllon'and an out¬ 
put that amounts on the average to between one-seventh and one- 
eighth of the total industrial production. These own and operate 
workshops engaged in making various goods, the demand for which 
could not otherwise be met due to the inefficiency of state enter¬ 
prises, Other cooperatives perform necessary consumer services 
such as tailoring, repairing shoes and Instruments, carrying lug¬ 
gage, and so forth. These cooperatives are, as a rule, not per¬ 
mitted to employ hired labor and must divide their Incomes among 
their members. Their officials are elected and controlled by the 
membership, although the cooperatives as a whole are under the 
domination of state authorities. Besides being under legal super¬ 
vision they receive raw materials from the state and thus are at 
its mercy. The government frowns at private enterprise, even on a 
small scale, although individual citizens are not forbidden to 
make goods for the market in their homes. 

State-owned enterprises are under the Jurisdiction and con¬ 
trol of various government departments known as Commissariats. 

Each Comnlssarlat la divided into "administrations” directly re- 
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sponsible for a particular field of production. Under the Timber 
Commissariat, for example, there are administrations in charge of 
the paper industry, the match Industry, and each other Industry 
whose principal material is wood. Subordinate to each administra¬ 
tion are the "trusts" and the "combines" which are, respectively, 
structurally similar to the horizontal and vertical industrial 
combinations in this country. The administrations, not imlike 
American boards of directors in giant corporations determine, with¬ 
in the general plan, the specific tasks to be assigned to all 
subordinate trusts and combines, appoint their highest officials, 
and supervise their activities. The trusts and combines, in turn 
are in active charge of production by the constituent plants, 
factories, or mines; they provide the individual producing units 
with raw materials, arrange the sale of their goods, make con¬ 
tracts with their customers (usually other state enterprises), 
conclude collective labor agreements with the trade unions, con¬ 
duct Industrial research, and settle disputes among the subordi¬ 
nate units. 


The individual plant or mine is headed by a manager or di¬ 
rector appointed by the trust; the Soviet government long ago 
gave up the principle of collective management. The factory di¬ 
rector has, at present, considerable authority and carries great 
responsibilities. Like the director of a capitalistic enterprise, 
the red director" must run his unit efficiently and economically 


He is expected to raise production, to cut down overhead costs, 
increase labor productivity. Improve the Living conditions of the 
workers, and generally to secure the smooth operation of the en¬ 
terprise, The shop committee elected by the workers and the party 
cell of the enterprise are to assist him and at the same time to 


protect the Interest of the workers and of the state against un¬ 
fair actions on the part of the management. They form, together 
with the director, the so-called "red triangle" vitally interested 
in the success of the socialistic organization of production. But 
Immediate administrative authority rests with the director. His 
orders to shop managers, foremen, and other factory officials must 
be obeyed though they may be later subject to appeal and even re¬ 
versal . 


The general plan is the guide to the scope and direction of 
all productive activities. It provides a comprehensive answer to 
such crucial economic questions as to what goods and how much of 
each should be produced, which industries should produce them and 
how the final product should be distributed. So far the planning 
boards under the instructions of the party and government, have 
been giving priority to the production of Industrial equipment as 
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against production of consumers' goods. The third five-year plan 
continues the policy of its predecessors. During the period 1938- 
1942 it provides for an average annual increase of fifteen per 
cent in the output of the means of production and of eleven per 
cent in the output of articles of general consumption. While the 

4 

former Is to be more than doubled, the latter will increase by 
only seventy per cent in the whole period. This bias in the in¬ 
dustrial program is explained by the objectives of Soviet policy. 
It does not aim at the satisfaction of the population's immediate 
wants; rather, its paramount ambition is to achieve economic in¬ 
dependence, and to strengthen the defense of the "socialist fa¬ 
therland." 

The location of enterprises la only in part determined by im¬ 
mediate economic advantages; equally important, sometimes even 
more important, are consideration of defense and a desire to open 
up and develop new sections of the vast country, as for Instance 
the thinly populated regions of Siberia and of the Far East. This 
is not surprising in view of the general policy pursued by the 
government. Soviet planning authorities deal with the problem of 
the allocation of resources to different uses primarily in terms 
of basic objectives. There is no hesitancy about employing the 
larger part of current capital accumulation for Investment in 
heavy industries and munition factories regardless of the priva¬ 
tions which such a policy entails. It may be argued, of course, 
that the ultimate interests of the country are better served by a 
benevolent and far-sighted leadership. But in the meanwhile the 
people are not asked which they would prefer. Priorities are de¬ 
termined from above with the government insisting that its vmortho- 
dox policies are but an expression of the genuine will of the peo¬ 
ple and meet with their whole hearted approval. Since all poten¬ 
tial dissenters and critics are doomed to silence by the system of 
censorship and threats of persecution, the claims of the govern¬ 
ment cannot be objectively verified. 

INCENTIVES TO EFFICIENCY 

In a country as rich in natural and human resources as the 
Soviet Union, economic success is essentially a function of the 
efficiency of labor and of management. The Soviet leaders are ful¬ 
ly aware of this elementary truth; an Incessant increase in pro¬ 
ductivity constitutes the core of their industrial programs. The 
elimination of private property, of private profit, of free enter¬ 
prise, and free competition deprives the Soviet Union of the tra¬ 
ditional Incentives which activate a capitalistic Society. Yet the 
pecuniary motive occupies a prominent place in the Soviet economy. 
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The constitution quotes the biblcal injunction, "he who does 
not work, neither shall he eat" to make clear the basic incentive 
controlling the behavior of Soviet citizens, namely the elementa¬ 
ry instinct of self-preservation. The Soviet entrepreneur, the 
all-powerful government, has a monopoly over all the means of in¬ 
dustrial production and leaves to its citizens the choice between 
work on Its conditions or starvation. There is no equality of in¬ 
come, remuneration being determined by the quantity and quality 
of work done. The administrative and technical personnel in 
charge of Soviet factories is paid according to its value to the 
government, and larger salaries are offered to those who work 
beat and produce most. The government also awards bonuses, premi¬ 
ums, and valuable presents such as automobiles or desirable apart¬ 
ments or an assignment to visit foreign countries at the govern¬ 
ment's expense. 

Another incentive, the craving for power - not unknown in 
capitalistic countries - Is also skillfully exploited in the So¬ 
viet Union. The nation opens to Its talented and energetic work¬ 
ers an unlimited opportunity for promotion from the lowest to the 
highest ranks. If only political loyalty and devotion to the "gen¬ 
eral line" of the party have been proved. 

To these materialistic motives the government has added va¬ 
rious non-economlc Incentives. It exploits the common desire of 
men to win recognition and fame among their fellow citizens. Cap¬ 
italist competition has its counterpart in "socialist competition" 
staged between various enterprises and taking on the nature of an 
athletic contest designed to stir up greater zeal. Promotions, 
orders, and medals - together with wide publicity by means of the 
press, movies, and radio - are showered upon those who distinguish 
themselves. Whole factories and shops enter written agreements in 
which they challenge each other to fulfill or to exceed their re¬ 
spective shares of the "plan." The winners are decorated and the 
government singles them out as shining examples deserving emula¬ 
tion. On the other hand, it employs numerous methods of discourag¬ 
ing carelessness and apathy. Public attacks in the papers, "black¬ 
lists," "benches of disgrace," boycott, and other forms of humili¬ 
ation are widely used against actual or alleged slackers. In more 
serious cases they may be dismissed, jailed, deported, or shot as 
saboteurs and enemies of the people. 

What has been said of management applies to labor as well. 

The government has Introduced a steeply differentiated scale of 
wages, and restored piece-work (attacked by communists outside 
the Soviet Union as one of the meanest forms of exploitation). It 
awards bonuses and premiioms for "good behavior," and employs a 
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stiff labor code, "labor passports," and severe punishments for 
breaches of labor discipline to spur the workers to greater exer¬ 
tion. The so-called "Stakhanovites (imitators of a coal miner by 
the name of Stakhanov who initiated the drive for a production 
speed-up in the year 1935) receive the highest honors and univer¬ 
sal admiration if they succeed in "out-distancing the existing 
technical norms;" their wages are raised to as much as eight or 
ten times as much as those paid to the average worker in the same 
mine or factory. Often, however, the resulting increase in the 
output of an Isolated item by a group of "noblemen of labor" tends 
to throw out of balance the entire productive process; further¬ 
more, the wide gap in remuneration frequently causes resentment 
among the masses of less zealous or capable laborers. 

The government, however, tends to brand any and all objections 
to the speed-up system as sabotage. It believes that such friction 
between workers and administrators (unless classified as criminal) 
merely marks the growth of a new society, and hopes that in the 
course of time people will become more conscious of their new role 
as masters of the state and of their own destiny. The Soviet lead¬ 
ers evidently reject the rationalistic concept of the "economic 
man" as abstracted from his social environment and enlist the co¬ 
operation of non-materlalistlc stimuli for the building of a more 
perfect society. Because of the comparatively meager results of 
the cultivation of social-mindedness in the Soviet economic sys¬ 
tem, the gain motive and various sugar-coated pecuniary induce¬ 
ments retain a prominent, not to say a commanding place as Incen¬ 
tives to higher efficiency. 

THE POSITION OF LABOR 

Labor in the Soviet Union occupies a unique position which 
differs from that in capitalistic countries to such a degree that 
the use of identical terms is bound to be misleading. The word 
proletariat has been dropped entirely from the Soviet vocabulary, 
for how can there be proletarians in the country that has put an 
end to the exploitation of labor? To speak of the exploitation of 
labor in a workers' state may seem a contradiction in terms; yet 
this does not mean that it is actually Impossible or that it does 
not occur. Although the workers are hailed as the masters of Sovi¬ 
et Russia, they are organized into trade unions. Constituting the 
largest mass organization in the Soviet state they play an out¬ 
standing part in its dally life, but the direction of their activi¬ 
ties is in the hands of the all-pervasive party. Since 1933 there 
has been no labor department in the government, since the entire 
work of such a department has been transferred to the trade unions. 
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These form a vast hierarchy of units, based on the shop comnlttees 
existing In every enterprise and office, and culminating in the 
Central Council which supervises and coordinates the activities 
of about 170 unions organized along Industrial lines. Though the 
membership is, strictly speaking, voluntary, most of the thirty- 
one million people employed by the only employer, the state, pre¬ 
fer to pay the dues and thus to acquire a definite social status. 

With regard to the functions of Soviet trade unions, it is 
apparent that they occupy a contradictory position. On the one 
hand the objective of the unions is to raise the level of produc¬ 
tion because, unlike the situation in the capitalist countries 
where workers are deprived of the fruits of their labor, they are 
allegedly the chief beneficiaries of every improvement made In 
the Soviet Union. But paradoxically enough, one of the Important 
duties of the unions in the socialist economy as it now functions 
is the conclusion of collective agreements with the Soviet enter¬ 
prises of which they are the theoretical masters. The all-inclus¬ 
ive economic plan sets limits to wages for a given period of time, 
fixes prices, and regulates hours of work. Consequently, there Is 
little room for real negotiations; serious controversies would im¬ 
ply opposition to the plans and might easily be regarded as sabo¬ 
tage. Strikes are not prohibited officially but, again, they are 
made almost impossible by the watchful eye of the party. The party 
principle is that strikes are incompatible with the very concept 
of the Soviet state, regardless of the actual plight of the work¬ 
ers. All in all the trade unions may properly be regarded as one 
of the government devices for the control of labor. 

In addition the unions are entrusted with a niimber of social 
functions. They administer all insurance funds making provision 
for illness, old age, and industrial accidents. It must be noted 
that all the funds come from compulsory contributions by the en¬ 
terprises, the workers nominally receiving the benefits free of 
charge. No provision is made for unemployment Insurance because, 
according to Soviet statements, there has been no unemployment 
since 1931. The unions work to improve sanitary, safety, and hous¬ 
ing conditions; they play an important role in the educational and 
recreational activities of the state, and are instrumental in the 
popularization and "spontaneous support" of all party and govern¬ 
ment decisions. The periodical meetings of the Central Council 
often present a curious spectacle of severe self-criticism, but 
cases of attacks against the real "bosses" have not jleen recorded. 

The most important function of the unions seems to be the 
rendering of assistance in the execution of the aims and plans 
of the state. The crucial task of overcoming low productivity of 
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labor remains. In terms of capitalistic stamdards, unsolved. In 
his report of February, 1941, the chairman of the Cosplan lamented 
again the perennial lag of the USSR behind the United States. All 
plans maintain a substantial gap between increases in wages and 
Increases in labor productivity, in order to obtain a lowering of 
the cost of production as well as a realistic, rapid, and practi¬ 
cal means of capital accumulation. But, as a rule, the workers do 
not live up to the demands of the leaders, and schedules of pro¬ 
duction have to be adjusted downward accordingly. 

Lack of discipline is a major immediate cause of the low 
level of labor productivity. With the support of the trade unions, 
the government has introduced stern measures designed to discour¬ 
age tardiness, loafing during work hours, and continuous migra¬ 
tion of workmen from one factory to another in search of better 
food or housing. Using a whip-and-sugar method, it offers special 
benefits and privileges to those workers who remain at their jobs. 
The creation, in 1939, of a system of "labor passports" for work¬ 
ers, as a new device to tighten the controls exercised over them, 
strengthen their discipline, indicates that labor inefficiency 
continues to be a source of serious concern in the USSR. 

MARKiriS FOR COMMODITIES 

Trade is organized and carried on predominantly by the so¬ 
cialistic sector of the Soviet economy. Producers' goods are han¬ 
dled and exchanged almost exclusively by government-owned enter¬ 
prises, while most consumers' goods pass also through stores 
owned and operated by the state. The cooperative supply system is 
confined to rural districts only. Private retail trade has not 
been suppressed completely and plays an important part within the 
strictly limited area allotted to It. Individuals or cooperative 
groups may sell only the products of their own labor. Thus pea¬ 
sants are permitted to dispose of their surpluses in special mar¬ 
ket places. Individuals may work Independently as dressmakers, op¬ 
ticians, carpenters, shoemakers, pliunbers, painters, and In vari¬ 
ous other such occupations. Members of the liberal professions 
carry on private practice in addition to their official duties. 

The Inability of state enterprise to meet all the varied needs of 
the population accounts for such departures from the principle of 
socialized trade. 

With the abolition of rationing consumers were allowed great¬ 
er opportunity to decide what and where to buy and consequently to 
Influence retail trading organizations. In planning the total 
turnover of goods, the government allocates a certain limited 
amount of resources to the satisfaction of the Imnedlate needs of 
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the population. Whereas in the production of capital goods supply 
is adjusted to an ambitious program of industrialization and de¬ 
fense, the government exerts a considerable degree of control 
over consumers- demand and tries to direct it into suitable chan¬ 
nels. Since the monetary incomes of the population flow largely 
from the state treasury, the aggregate purchasing power available 
IS determined by the general plan of economic activity. At the 
same time prices are fixed not only for capital goods that pass 
from one government-owned unit to another, but also for consumers' 
goods. An increased demand for a certain commodity, say shoes 
does not lead automatically to its increased production and sup¬ 
ply as tends to be the case in free and competitive markets; 
strict adherence to planned output makes economic reactions of 
this nature impossible. Instead, the situation will result in a 
shortage - a bottleneck - in the sense that supply is restricted 
regardless of price changes. Sometimes the government itself will 
raise prices to check excessive demand. 

THE SYSTEM OF PRICES 

The method of computing prices and the price structure Itself 
remain a puzzle to foreign observers and probably to the Soviet 
planners themselves, Soviet economists assert that the price of 
any commodity produced by the state is determined by the cost of 
production to which is added a sum composed of a legitimate prof¬ 
it, the overhead costs of the several successive stages of distri¬ 
bution, and a turn-over tax. All the components of production cost 

are fixed in advance by the planners, and based on the "stable 
prices of 1926-27." 

The basis of computation - 1.e., the prices prevailing dur¬ 
ing the last year preceding the inauguration of thorough planning 
has never been made public in any detail nor is the method of 
computation available. As prices and price Indexes are published 
but incidentally and in a fashion that renders any scientific ex¬ 
amination practically impossible, Soviet valuations offer at best 
an opportunity for the observation of trends in a given period of 
time. The fact seems to be that the planning authorities determine 
the physical volvune of production and prices by using data of pre¬ 
vious operations as a point of departure and injecting such changes 
as appear imperative and warranted in the light of general objec¬ 
tives and pressing needs. The tentative balance thus produced is 
then checked and corrected by the time-honored method of trial 
and error. Complete command over production, wages, and prices en¬ 
ables the planning authorities to manipulate these factors at will 
in order to keep the economy functioning, althovigh the going is 
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anything but smooth. The system of rationing compelled consumers 
to accept what they were offered. Under the price system as it 
now operates their allegedly free choice (except for the minority 
group of relatively large income receivers) is checked either by 
government manipulation of prices or by heavier taxation that re¬ 
duces individuals’ purchasing power or by both of these methods. 
'4hen it desires, the government resorts to price-lowering to dis¬ 
pose of goods produced in excessive quantities; in these rather 
rare cases, the inducement to increased purchasing, taken over 
from the free-market economy, has usually been successful. 

FINANCIAL METHODS AND POLICIES 

Money. After an early period of hesitation, the government 
decided to retain a monetary system; suggestions that a moneyless 
economy be established are no longer seriously considered. The 
Soviet ruble is used mainly as a unit of accounting and an indis¬ 
pensable Instrument of planning. Principles of business account¬ 
ing are employed throughout the economy. Every single Item is 
priced and the operations of each individual enterprise can be 
checked by comparing its balance sheets and profit-and-loss ac¬ 
counts with the plan. 

Since the credit needs of each enterprise are calculated for 
the period (covered by the general plan), the state bank with its 
nxunerous branches, as the sole source of short-term credit, is 
required by law to keep a watchful eye on the use of credit by 
the operating units. Long-term or investment credit, a monopoly 
of special government banks, is made available to designated in¬ 
stitutions for planned purposes only. The government, like any 
capitalist entrepreneur, must also employ the aggregate savings 
of individuals to finance its enormous projects. There are, more¬ 
over, indications that liberal use is being made of the printing- 
press, if one is to judge by the "over-fulfillment" of plans In 
regard to the volume of money in circulation. But it is evident 
that the government is trying hard to forestall Inflationary ten¬ 
dencies and to preserve the stability of the ruble. In general, 
there are two sources of financing, "socialist accumulation" and 
individual savings. 

Taxes . The turn-over or sales tax, added to production cost 
of most comnodlties, constitutes by far the largest item of gov¬ 
ernment revenue. In the year 1941 almost sixty per cent of all 
revenues is to be derived from this single source. Numerous other 
taxes are levied, but play a relatively negligible part and may 
be emitted from this brief survey. All government enterprises are 
obliged by law to remit a substantial proportion of their profits 
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to the Soviet treasury. After a long period, during which defi¬ 
cits in state enterprises were covered by budgetary subsidies, 
they have been made, by decree, self-supporting. At present they 
are required to comply with a plan of business operation which 
provides for an annual excess of revenues above operating expenses. 
Factory and trust managers are encouraged to lower costs (with no 
injustice to the workers) by achieving economies in the utiliza¬ 
tion of resources and by more efficient administration- Failure 
to comply with the demand that the enterprise show a net profit 
might be due to factors beyond the control of business managers; 
nevertheless, they live in constant fear of being charged with 
sabotage by the government. The suffocating atmosphere induced by 
a complicated administrative structure, and the possibility of 
severe punishment in case of failure to meet official demands, 
tends to reduce the zeal of Soviet workers and managers to a super¬ 
ficial compliance with orders. 

Profits. The "planned profits" may be used only for speci¬ 
fied purposes; they are not treated as dividends (the only owner, 
of course, is the state), nor are they divided among the workers 
and employees, except In the form of limited bonuses and premiums 
as rewards for greater efficiency. Furthermore, the expansion or 
contraction of specific productive activities does not depend on 
the profit showing of the industries in question; the fact that 
certain enterprises may show large returns on investments Is held 
to be irrelevant with regard to decisions concerning the alterna¬ 
tive employment of funds in new industrial construction. These 
are Influenced more by broad national objectives and long-range 
planning« 

Savings . Individual savings, unless privately hoarded, are 
made immediately available to the government as there are no pri¬ 
vate savings institutions. The government Induces people to save 
by providing for the safekeeping of their deposits and offering 
high rates of Interest. In addition, it issues annually large 
amounts of bonds bearing tempting rates of Interest, and takes 
advantage of its position as a monopolistic employer to urge that 
oeople Invest some part of their wages in government loans. Skill¬ 
fully conducted campaigns and considerable pressure by the party 
and trade unions help make these loans a success. The perennial 
shortage of many consiimers' goods acts as a further stimulus to 
Individual acc\mrulation, for saving and subscriptions to loans 
present themselves as the only alternative to spending under un¬ 
favorable conditions. 

Foreign trade . Foreign trade is a government monopoly con¬ 
ducted directly by a special department or by other government in.- 
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stitutlons enjoying, under its control, the privilege of trading 
with foreign countries* All transactions are concluded In some 
stable foreign currency as the Russian ruble is not quoted on in¬ 
ternational exchanges, being restricted exclusively to internal 
use. Although there exists an official rating of the ruble in 
terms of other currencies (about 20 cents in American money), the 
export and import of Soviet currency, as well as foreign-exchange 
operations involving the ruble, are prohibited. Foreign trade, 
like all other economic activities, is conducted according to 
plan, although the plan is regarded as a state secret and is never 
published in advance. The government is shrewdly using its monop¬ 
olistic position in dealings with foreign customers to obtain fa¬ 
vorable bargains, and not infrequently for political purposes. 

In its drive for Industrialization and economic independence 
the government has radically changed the structure of Russian ex¬ 
ports and imports. Contrary to the situation under Imperial Rus¬ 
sia the major part of Soviet imports consists not of manufactured 
goods and deficient food products but of industrial equipment, 
while the commercial policy of the government is directed toward 
competing with highly industrialized countries by exporting ma¬ 
chinery in addition to such traditional items as raw materials 
and foodstuffs. The needs and wants of the population are largely 
disregarded in line with the general tendency to place state in¬ 
terests above the "whims" of the consuming public. A determined 
policy of encouraging exports and of drastically curtailing im¬ 
ports has enabled the government to accumulate large gold re¬ 
serves augmented considerably by intensified exploitation of the 
rich deposits within the Soviet Union. 

Business cycles . Having surroxinded the country with a Chi¬ 
nese wall of foreign-trade monopoly the Soviet leaders advance 
the claim that the socialist system has rendered the Union immune 
from the curse of economic crisis. Business cycles, concomitant 
of the capitalist era, are officially declared to have no place 
in an economy which knows only one trend - onward and upward. It 
must be noted that Soviet Russia did escape the economic break¬ 
down that coumenced in 1929 and developed into a prolonged and 
world-wide depression. At the very time that the number of unem¬ 
ployed in Europe and America reached unprecedented figures, the 
Soviets announced the end of unemployment "once and forever;" 
moreover, it was necessary to train hundreds of thousands of work¬ 
ers in order to overcome an acute shortage of labor. 

Theoretically, a planned economy eliminates cyclical fluctua¬ 
tions by virtue of the all-inclusive control exercised over eco¬ 
nomic activities. However, a realistic study of the situation in 
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the Soviet Union Indicates that it may experience crises of a 
different nature, as, for instance, a never-ending shortage of 
certain goods and a continuous lack of adequate housing facili¬ 
ties. Unless one subscribes to the formula, "socialism without 
butter is better than butter without socialism," it is impossi¬ 
ble to share wholeheartedly In the enthusiasm of those writers 
who boastfully declare that socialist Russia knows no economic 
crises. More time is needed for study and analysis before it can 
be conclusively demonstrated that these and other disturbances 
that mark the current operation of the Soviet system are the re¬ 
sult of temporary and minor defects, growing pains that will be 
eliminated with the passage of time and will not develop into a 
counterpart to the recurrent slumps in economic activity suffered 
by the capitalistic system. 

ACCOMPLISHMENT AND FAILURE 

Any attempt to estimate the standards of living in the Sovi¬ 
et Union meets with great difficulties. Lack of data, divergencies 
in the criteria of Judgment employed, the relative shortness of 
the Soviet experience, and personal bias largely account for the 
contrasting conclusions arrived at by various students of the So¬ 
viet economy. Although national objectives such as industrializa¬ 
tion, defense, and economic self-sufficiency are placed above cur¬ 
rent individual needs, all plans include provisions looking to 
the Improvement of the material and cultural standards of living 
among the inhabitants of the USSR. 

According to Soviet statistics, national Income (both in 
goods and in money) has increased steadily and rapidly in the So¬ 
viet Union. The same is claimed for individual consumption, de¬ 
spite the fact that a large proportion of the national income 
flows into governmental channels and is used for the satisfaction 
national rather than individual needs. Workers do not receive 
the full product of their labor but only that part allotted to 
them by the government. As the purchasing power of the ruble re¬ 
mains low, the consumption of individual wage earners lags, in re¬ 
lation to our own standards of living, far behind most Americans, 
though their lot has been slowly improving during past years. 

In fairness to the Soviet economy, it must be added that the 
distribution of such Income as is available for immediate consump¬ 
tion and enjoyment is less unequal there than in capitalistic 
countries. The absence of dramatic contrasts between wealth and 
poverty is an important factor in the appraisal of Soviet stand¬ 
ards of living. Under the name of "socialized wages," the govern¬ 
ment adds considerably to the real income of individuals by offer- 
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ing them free of charge or at nominal rates a variety of communal 
services such as insurance, health protection, pleasure trips, 
education, and recreation, which may be regarded as a "social div¬ 
idend." The Inadequacy of economic conditions is somewhat miti¬ 
gated by such amenities as l\ixurlou3 buildings for the use of 
trade unions or the conversion of former czarist palaces into 
workers' sanatoria. Moreover, the people are thoroughly convinced 
that they are the real masters of their "socialistic fatherland." 
It is hardly possible to evaluate the significance of such impon¬ 
derables of individual well-being as against Increased material 
comfort. 

Pinal judgment as to the desirability of the Soviet type of 
planned economy as an alternative to the "free" market economy 
will depend on the criteria employed in its evaluation. The quan¬ 
titative results of Soviet planning are, no doubt, most impres¬ 
sive. A proverbially backward country has been industrialized in 
a relatively short period of time; and the oft-proclaimed ambi¬ 
tion of its leaders to equal the most highly developed capital¬ 
istic countries, even in terms of per-capita production, cannot 
be dismissed as an idle dream. The indomitable will and the ruth¬ 
less policy of the Soviets have been rewarded by soaring produc¬ 
tion figures and by the growing might of the state, although many 
regard the victory as dearly bought and as necessitating a substi¬ 
tution of force and mechanical change for the free and organic • 
development of society. 

Soviet experience has shown that centralized planning is 
possible but, at the same time, has demonstrated certain serious 
weaknesses In this method of procedure. It has produced as an al¬ 
ternative to rugged Individualism a system of rugged collectivism. 
By mobilizing the natural and human resources at its command and 
directing economic activity toward a conmon objective, the Soviet 
government was able to remove or to mitigate substantial evils of 
the capitalist order. Yet central planning as practiced In the 
Soviet Union Is burdened with Inadequacies and short-comings of 
Its own. It would be unscientific to reject Soviet planning In 

because it has disappointed those who expected it to produce 
a short cut to Utopia. If we but keep in mind the imperfections 

all human Institutions, we must acknowledge the relative superi¬ 
ority of centralized planning as employed by the Soviets in deal¬ 
ing with many Important questions of social policy. It deserves, 
at least, to receive close and objective study In view of Its 
valuable clues to as yet undeveloped economic theoiy and its nota¬ 
ble effect on current economic practices. 

The Inevitable waste associated with a laissez-faire economy 
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has, to date, been replaced by the avoidable waste of a planned 
economy. The main objection to Soviet planning Is the fact that 
present Individual welfare is too lightheartedly sacrificed on 
the altar of the Leviathan of tomorrow. This ruthlessness is 
hardly an Inherent part of planning; it is, rather, a consequence 
of the methods used by a militant and self-perpetuating elite. 

The employment of less dictatorial devices Is not at all incom¬ 
patible with general scientific planning. In fact, a greater op¬ 
portunity of self-expression in the Soviet Union, though highly 
Improbable at present, would most likely result in the genuine 
cooperation of the people with the government and provide it with 
a priceless asset for realizing economic potentialities that is 
normally beyond the power of any dictatorship. The charges of 
sabotage and administrative inefficiency that fill Soviet reports 
and the all too frequent use of "administration by pxonishment" as 
a substitute for improved economic techniques should not be ac¬ 
cepted as prima facie evidence of the undesirability of planning 
but rather as an Indictment against the political organization of 

the Soviet Union. 

Unquestionably the five-year plans have transformed the So¬ 
viet economic system, but thus far, they have not become a con¬ 
vincing model to the rest of the world. 


54. THE FASCIST ECONOMY IN ITALY 


THE RISE OF FASCISM 

How It happened that the totalitarian system known by the 
vague name of fascism came to score its first success in Italy is 
a question of great interest. It is, at the san-.e time, hardly pos¬ 
sible to provide a simple and final answer to this intriguing 
question. A combination of circumstances produced a result that 
some students of fascism are tempted, post factum, to describe as 
logical and inevitable. 

A widespread Italian disappointment with the outcome of the 
World War was reflected in the popular complaint that "Italy had 
won the war but lost the peace." The precarious economic situation 
at the end of the World War caused grave discontent among the 
working masses. The Russian revolution found a thunderous echo in 
Italy, encouraging workers to increased demands and spontaneous 
acts of violence. Peasants seized some private estates; workers 
occupied factories. Frightened property owners sought protection 
and revenge. But the leftists were too numerous in parliament, and 
the government was confused and passive. In this unsettled climate, 
a vociferous and determined movement of "Blackshirt" vigilantes, 
eager to punish the socialists and communists and put an end to 
their activities, made its appearance. The Blackshirts appealed 
for national unity and a strong Italy. The revolutionary spirit 
of the left was abating; the socialists were hopelessly split by 
internal dissensions and lacked able leaders. The Blackshirts had 
one In Benito Mussolini. He had ccrae from the ranks of the social¬ 
ists, where he already had become known as a brilliant orator and 
a champion of the underprivileged. 

While the socialist leaders assured the people that "fascism 
ceuri be conquered only by legal means," the Blackshirts used ter¬ 
roristic methods against them and, in so doing, were encouraged by 
the benevolent neutrality of the authorities. Having seized con¬ 
trol of several local governments they were ready for adventure of 
a national scale. At the end of October, 1922, the "march on Rome" 
sealed their success; Mussolini, v^o had been waiting in Milan, 
was called by the King to form a cabinet. The terrorized Chamber 
of Deputies acceeded to his demand for \mllmlted power for one 
year; he used it for a gradual destruction of democracy. After the 
fflurder in 1924 of Matteottl - a socialist deputy who boldly at¬ 
tacked the new regime - Mussolini abolished in quick succession 
the remaining vestiges of liberalism and transformed Italy into 
a totalitarian state. 
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In his young days Mussolini had hated the state with the 
fervor of an anarchist, had called militarism "a monstrous polyp 
with a thousand viscous tentacles that sucks increasingly the 
blood and the best energies of peoples," had considered regimenta¬ 
tion a policy of idiots. And yet the fascist doctrine revolves 
about the omnipotence and glory of the state, and is a repudia¬ 
tion of liberalism, democracy, and peace. 

THE FASCIST POLITICAL STRUCTURE 

Italy is controlled by the Fascist party, which by its own 
accounting represents the loftiest ideals of the Italian nation. 
The organization of the party is strictly hierarchical, with power 
centralized under the supreme authority of the Puce , Mussolini. 
The text of the oath taken by every member of the party reads as 
follows: "I swear to obey the orders of the Duce without discus¬ 
sion and to serve the cause of the Fascist revolution with all 
my power and, if necessary, with my blood." 

The actual control of the government by the party received 
official recognition and sanction with the elevation in 1928, of 
the Fascist Grand Council, the highest party organ, to the posi¬ 
tion of a constitutional organ of the state. Its authority in¬ 
cludes, in addition to party affairs, such questions as succes¬ 
sion to the throne, constitutional legislation, and designation of 
a successor to the Duce . Italy is not only a one-party state; it 
also is a party-dominated state. The Constitution of 1848 has not 
been formally abolished, but it has been mutilated beyond recog¬ 
nition. To give just one illustration, according to the constitu¬ 
tion, the prime minister still has to be appointed and dismissed 
by the King. Actually his position was well summed up in a dole¬ 
ful remark the King is supposed to have uttered during the Ethi¬ 
opian war: "If Mussolini wins, I shall become Emperor of Ethiopia; 
if Mussolini loses, I shall become King of Italy." 

Mussolini, the de facto head of the state, stands above party 
and government; he is "the head of the great political, economic, 
and moral forces of the country." Of the two legislative chambers 
the Senate has been left formally Intact In structure. In 1939 
the lower house was stripped of its last vestiges of democracy; 
the procedure of sham elections was abolished. The Chamber of Dep¬ 
uties, which was the lower house provided by the constitution, was 
replaced by the so-called Chamber of Fasces and Corporations. This 
consists of the National Council of the Fascist Party - an assenn- 
bly of provincial party secretaries, obedient appointees of the 
Duce - and of the National Council of Corporations, representa¬ 
tives of the economic guilds controlled by the government. This 
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most recent reform, hailed in Rome as a momentous step In the 
evolution of the fascist state, carries but little significance. 
All traces of local autonomy also have been wiped out: ruthless 
centralism permeates the administrative structure and operations 
of fascist Italy. 

The population, deprived of democratic rights and privileges, 
is subjected to a process of intellectual and spiritual regimenta¬ 
tion. According to one of Mussolini’s biographers, he exclaimed 
just prior to his expulsion from the socialist party: "Imagine an 
Italy in which thirty-six million citizens should all think in the 
same way, as though their brains were cast in the same mold and 
you would have a kingdom of boredom and Imbecility." If this be 
true, Italy is such a kingdom now. The party has created a set of 
special organizations for the fascization of young and old; from 
infancy to senility Italians are trained to think and believe as 
the infallible Puce does. 

Education and cultural life have been put under strict gov¬ 
ernmental control. The school system is designed to make people 
primarily conscious of their duties to the state, to inspire na¬ 
tional megalomania and develop a martial spirit. Teachers are com¬ 
pelled to cooperate with the party in promoting the official creed. 
All channels of communication and information are monopolized by 
the party or are subject to severe censorship. The secret politi¬ 
cal police is all-powerful. Mussolini, who once called religion 
"a psychic malaise of the brain," has made peace with the Catho¬ 
lic church, utilizes its disciplining virtues to strengthen the 
party, but jealously guards the prerogatives of the state, as 
superior to any other. In the words of a fascist spokesman "the 
state has at all times control over religion exclusively for its 
own ends; for that reason it rules over it, so that the state at 
a given moment may oppose religion, especially in connection with 
the ideal of peace and the necessity of war." It may be worth men¬ 
tioning that Mussolini, who had never shown any interest in theo¬ 
ries of racial discrimination, has adopted recently {since 1938) 
the Nazi policy of official state anti-semitism, although it is 

expressed in Italy with less brutality. 

In its foreign policy fascist Italy is guided by Mussolini’s 
dream of restoring to the Italian nation the glory of the defunct 
Roman empire. The conquest of defenseless Ethiopia and the annexa¬ 
tion of little Albania, across the Adriatic sea, whetted his appe¬ 
tite. He concluded a military alliance with Hitler but, when a 
new European war broke out In 1939, Mussolini waited until the 
time seemed propitious for Italy’s entrance. "The hour of destiny" 
struck for Italy only when the collapse of France was obvious. 
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ECONOMIC ORGANIZATION 

It is as the birthplace of the Corporate State that fascist 
Italy is of greatest interest to this study. The fascist doctrine 
centers about the relation between state and individual. It re¬ 
verses the traditional liberal view of the state. According to 
fascism, a national community is not merely a sum of its members 
but an organism in its own right. The state as the embodiment of 
this somewhat mystical collective mind and purpose has a just 
claim to the submission of individual wills. Not rights but duties 
and sacrifices give meaning to men's social existence. "Everything 
within the state, nothing against the state" is Mussolini's cele¬ 
brated formula of this new political philosophy. 

The Charter of Labor . It is but logical that this modern "Le¬ 
viathan" should demand unlimited authority in shaping the economic 
life of a nation. The concrete features of the corporate state 
took shape gradually so that corporations^ did not emerge, even 
on paper, until twelve years after the march on Rome. But its ba¬ 
sic principles were announced in 1927 in the famous Charter of La¬ 
bor, which is considered Italy's "economic constitution." This 
document perfectly demonstrates the purely pragmatic treatment of 
such fundamental economic institutions as private enterprise and 
individual initiative. These institutions are preserved, not as a 
matter of principle or as inalienable rights, but because "the 
corporate state considers private enterprise... the most effective 
and useful instrument for furthering the interests of the nation." 
Consequently, the very existence of private enterprise is at the 
pleasure of authorities who may be said to confer the privilege 
of business operation on individual property owners. 

"Private organization of production being a f\inction of na¬ 
tional interest," declares the Charter, "the entrepreneur is re¬ 
sponsible to the state for the direction of the productive process. 
Neither he nor any other collaborator in the economic process - 

, the workers, engineers, managers - may subject to question¬ 
ing the superior will and wisdom of the state. The state accepts 
private initiative as a practical expedient, but In unequivocal 
terms reserves the unlimited right to Intervene whenever, in its 
judgment, private initiative "is lacking or insufficient." The 
intervention may take various forms, ranging from assistance and 
encouragement to strict regulation, and even going to the extreme 
of direct assumption of control and management. Thus fascism is 


1. The Italian corporatlone as a public body is, of course, to be 
distinguished from corporations as a form of business organization 
in a free economy. 
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logically free and practically able to choose any imaginable vari¬ 
ant of relationships between government and business, and to shift 
from one variant to another at its own discretion. 

Syndicates. This pragmatic philosophy, when applied to the 
delicate problems of capital and labor, was responsible for the 
system of syndicates and corporations. It realistically admits 
the existence of conflicts between employees and employers and 
creates not only legitimate but semi-compulsory channels for their 
adjustment. It abhors the idea of proletarian dictatorship and 
rejects at the same time the unhampered labor movement of modem 
democracies. Thus emerges the Institution of parallel and separate 
syndicates of employers and employees in each basic occupation and 
trade. Hie Charter of Labor solemnly announces "complete freedom of 
professional or syndical organization" but this freedom is made 
practically non-existent, and quite useless, by the stipulation 
that only syndicates agreeable to the government, or, to use the 
official language, only "syndicates legally recognized" have the 
right of collective bargaining. Collective labor agreements con¬ 
cluded by the "recognized" syndicates are binding on all workers 
and employers whether they are members of the syndicates or not. 

At the same time these "recognized" syndicates are authorized to 
collect dues from all workers and employers in the particular 
trade or occupation. 

In order to be "recognized," a syndicate must comply with 
several rules, A workers' syndicate must comprise and an employ¬ 
er's syndicate must employ at least one-tenth of all the workers 
of their respective trade in a given district. The network of syn¬ 
dicates in a single trade is headed by a national federation, and 
all federations are organized into nine confederations. Eight of 
those unite employers and employees in industry, agriculture, com¬ 
merce, banking and Insurance, while the ninth comprises syndicates 
of professional men and artists whose members cannot be dealt with 
in terms of a strict employer-employee relationship. 

The exclusive right of the "recognized" labor syndicates to 
negotiate and to conclude collective labor contracts with the cor¬ 
responding syndicates of employers could be considered a culmina¬ 
tion and tri um ph of labor's aspirations, if the fascist syndicates 
did actually possess the right freely to shape working conditions 
for the workers. But this freedom is illusory; even on paper the 
syndicates are subject to state control. The collective labor con¬ 
tracts, which might be supposed to reconcile the interests of em¬ 
ployers and employees must subordinate them to the higher inter¬ 
ests of production as interpreted by the omnipotent state. The 
postulate of state supremacy accounts for the complete prohibition 
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of strikes and lockouts as forms of private economic warfare in¬ 
compatible with the ultimate "solidarity between the various fac¬ 
tors of production,” i»e., between capital and labor. The adjudi¬ 
cation of inevitable conflicts arising within the framework of 
the fascist employer-employee relationship is marked by an empha¬ 
sis on the method of mediation. However, special courts have been 
established for the settlement of disputes after conciliation ef¬ 
forts have failed. 

Corporations . While syndicates represent the separate inter¬ 
ests of capital and labor and are, so to speak, a compromise with 
reality, the corporations embody the fascist ideal of a "corporate 
state." By means of bringing capital and labor together in one in¬ 
stitution, each corporation unites them into an "organic" whole, 
thus "superseding the tumult of class struggle and the confusions 
of economic Individualism." Being in theory an expression of eco¬ 
nomic self-government the corporations are in fact administrative 
organs of the state. As public bodies they are supposed above all 
to insure "the Integral organic and vmitarian discipline of all 
productive forces with the object of developing the wealth, politi¬ 
cal power, and welfare of the Italian people." After a long peri¬ 
od of hesitation, liussolinl Issued in the course of one year (1934) 
twenty-two separate decrees each Instituting a single corporation, 
and declared that by so doing he was "burying economic liberalism." 
The corporations comprise three groups: agriculture, industry, and 
"productive services" such as transportation, credit, "hospitali¬ 
ty" (hotels, tourism). 

Each corporation is intended to cover a complete "productive 
cycle" of activities and combines vertically the extraction of 
raw materials, their conversion into finished commodities and the 
process of distribution. The corporation is in effect an adminis¬ 
tration board which includes an equal number of representatives 
from the respective syndicates of employers and employees in its 
field and also several technicians and delegates of the fascist 
party. Significantly enough, the presiding officer in each board 
is a member of the cabinet. The corporations are restricted in 
their activities by the wishes and Instructions of the government; 
they serve chiefly as business pressure-groups on the one hand and 
as vehicles of fascist economic policies on the other. The Nation¬ 
al Council of Corporations - an assembly of all the corporation 
boards - was scheduled initially to represent the highest corpo¬ 
rate authority, next to the Duce, but because of its size (more 
than eight hundred members) was too unwieldy for action. When, in 
1939, Mussolini abolished the lower house of the Italian sham- 
parliament, the Council was designated to take its place as a cor- 
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porate substitute for the traditional democratic organ of legis¬ 
lature . 

But even prior to this event, the Central Corporate Committee 
- an organ of the Council that had acted for the Council in the 
Intervals between its infrequent sessions - had been elevated to 
a leading position in Italy’s corporate structure. Since 1935,its 
powers have been greatly expanded. This is a small working body 
composed of about fifty of the highest dignitaries of the party 
and the government and presided over by Mussolini. The rules and 
ordinances of individual corporations are submitted to this com¬ 
mittee for approval, and its decisions are final. 

At the top of the complicated corporate structure stands the 
Ministry of Corporations which supervises, directs, controls, and 
coordinates the work of syndicates and corporations. It is ”the 
government agency which keeps the entire syndical and corporate 
machinery fxmctioning smoothly and in thorough harmony with the 
government's general economic and political plans." At the same 
time it carries out the functions of a department of national 
economy. In view of the fact that Italy is largely agrarian, prob¬ 
lems of farm production are dealt with by a special Ministry of 
Agriculture. Yet all other agricultural problems (such as those 
having to do with prices and marketing) come mainly under the 
Jurisdiction of the Ministry of Corporations. 

The corporate structure is not an autonomous body within the 
political state; on the contrary, the primacy of politics over 
economic life is manifested in the all-inclusive and absolute po¬ 
litical control of the "corporate state" by the party and its om¬ 
nipotent leader. In consequence, "no legislation can be passed, 
no state plan approved or carried out, no undertaking of any im¬ 
portance Instituted, without the definite sanction or at least 
tacit consent of tne Duce of Fascism." 

ECONOMIC PLANS AND METHODS 

Having concentrated in its hands unlimited power, how does 
the fascist regime employ it in the economic field? In other words 
what are its economic alma and its methods of procedure? Fascism 
is represented by its spokesmen as a challenge to old-fashioned 
economic liberalism. "If liberalism spells individualism, fascism 
apells government" says Mussolini- Its ideal is not the 3ei*vlce 
state but the power state, that treats the individual as a means 
to tne ends of the state. In rejecting the Marxian concept of a 
special mission assigned by history to the proletariat, fascism 
raises the nation above any single class and ridicules the doctrine 
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of historical materialism which, to quote Mussolini, ’’sees in men 
mere animals, content when they can eat and fatten." 

The economic aims of the fascist state emanate from its po¬ 
litical aspiration to create a mighty Italian empire; in economic 
terms it implies a larger population, economic self-sufficiency, 
colonies. The millions of individuals who compose the nation are 
promised rich rewards at some future time, but must, for the time 
being, endure privations and bring cheerfully (as behooves heroes) 
sacrifices to the altar of Italy's glorious destiny. 

With regard to methods, fascism maintains that the principles 
underlying the laissez-faire doctrine of automatic self-regulation 
of economic forces have become obsolete and sterile. The growth of 
government intervention in business in democratic countries is a 
harbinger and a symbol of the Inevitable transition from individu¬ 
alism to "collectivism." But while democracies increase the eco¬ 
nomic functions of the state haphazardly and in direct contradic¬ 
tion to their fundamental beliefs, state regulation and direction 
of economic factors is a natural outcome of fascist philosophy. 

It finds, on the other hand, that Marxism, another contestant in 
Italy's ideological struggle, has fallen victim to dogmatic think¬ 
ing and has come to have little regard for realities. Fascism 
claims that a realistic answer to the problem of preservation or 
elimination of private production has been given by the corporate 
state; it retains individual enterprise as an institution, but 
subordinates it to the superior interests of the state so severely 
that tiie ideal of "Independent business" tends to become a contra¬ 
diction in terms. Individuals as well as groups and classes per¬ 
forming economic functions possess rights in their relation to the 
state only as a privilege granted in exchemge for a loyal execu¬ 
tion of duties. Paramount allegiance to the state is an absolute 
prerequisite of all their activities. 

From these preliminary definitions and statements of princi¬ 
ple, we may proceed to a necessarily brief analysis of fascist 
economic policies in the fields of agriculture and industry. While 
geared to definite ambitious objectives, these policies are char¬ 
acterized by compromise; fascism has turned its back to the prin¬ 
ciples of liberalism but lacks a comprehensive doctrine of its own. 
Mussolini's vague Intention to "harmonize the old with the new," 
gives him a completely free hand to act as he pleases, without 
being bound to a consistent method or doctrine. 

THE AGRICULTURAL PROGRAM 

Agriculture is by far the most important branch of the Italian 
economy. In spite of the fact that only a small part of the surface 
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of Italian land remains xmcultivated, Italy’s food problem, for 
generations, could be met only by agricultural imports and "popu¬ 
lation exports" (emigration). Fascism extols agriculture, in 
somewhat mystical terms, as the source of physical and moral power 
of the nation. Hence it is not surprising that rural problems have 
attracted the special attention of the Duce . First he decided to 
reduce Imports of wheat to ease the currency situation; gradually, 
however, he became obsessed with the idea of making Italy inde¬ 
pendent of foreign products by a program of agricultural self-suf¬ 
ficiency, "even if billions and half a century of work were neces¬ 
sary to this end." The two main components of this governmental 
policy are known as the "battle of wheat" and "integral land rec¬ 
lamation ." 

The "battle of wheat. " The wheat campaign was initiated in 
the early period of the new regime following the exceptionally 
poor harvest in 1924. Wheat is one of the basic foodstuffs in 
Italy; hence a bad crop caused unusually heavy imports and high 
prices. Mussolini launched his battle "to free Italians from the 
slavery of foreign bread." The government aimed, not at the ex¬ 
tension of the grain area under cultivation, but at an increase 
of the yield per hectare, and showed great resourcefulness in the 
search for effective methods. The government offered premiioms to 
farmers for the introduction of improvements, provided them with 
cheap credit facilities, reduced freight rates on agricultural im¬ 
plements, and granted low prices for gasoline used as fuel for farm 
machinery. A special Wheat Committee was established to head the 
campaign; substantial funds were appropriated for technical edu¬ 
cation, experimental institutes, demonstration fields. The party 
launched a vigorous propaganda to make Intensive farming a patri¬ 
otic duty. At the same time the government increased import duties 
on wheat so drastically that by 1931 they were ten times as high 
as at the beginning of the campaign. By "stabilizing" wheat prices 
high above the world market level, it was able to stimulate pro¬ 
duction and to curtail consumption; at the same time the syndi¬ 
cates checked, under government direction, any tendency to raise 
the purchasing power of agricultural workers. 

The campaign was successful - its immediate goal - virtual 
self-sufficiency with regard to wheat - has been practically 
achieved, Italy came fairly close to the eagerly sought Independence 
from foreign supplies. 

The reclamation program . The government also embarked on a 
highly ambitious plan of land reclamation. Italy has known land 
reclamation before because larg^ marshy areas presented from time 
inunemorial a grave problem both as to needs for cultivation and as 
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a source of malaria. But fascism gave it a new impetus when Mus¬ 
solini announced in 1926 his determination to exceed by far every¬ 
thing attempted by his predecessors and "to change beyond all 
recognition the physical and spiritual face of our country within 
the space of ten years." "Integral reclamation" aims not merely 
at the drainage of vast marshlands; it is intended to stem the 
tide of urbanization and to create new sources of work, new oppor¬ 
tunities for employment. The so-called Mussolini Law of 1928 au¬ 
thorized a gigantic plan of reclamation extending to over ten mil¬ 
lion acres and requiring a total outlay of seven billion lire. The 
most spectacular and best advertised part of the program consisted 
in the reclamation of a relatively small area of marshlands near 
the capital, which had remained unused since the days of the Roman 
Empire. At a tremendous cost the Pontine Marshes were transformed 
into fertile fields and given over to cultivation. 

The financing of the total reclamation project is in part im¬ 
posed upon the landowners who are formed into local associations 
for carrying out the rehabilitation plans of the government. These 
associations are by law united into a national federation under 
state control. During the first decade since the inauguration of 
the Mussolini Law the fascist government spent over five billion 
lire (about $250 million) for land reclamation. 

The celebrated "triumphs" of fascist agricultural policy have 
been secured at a heavy price. For the sake of self-sufficiency in 
wheat other important branches of Italian agriculture were neglect¬ 
ed and retrogressed. The livestock industry declined; the high 
prices of bread put a burden on the population that has forced 
most people to consume less. The reclamation schemes have not ma¬ 
terially improved the plight of landless agricultural workers or 
poor tenants. While trying to gain political power, Mussolini 
promised the millions of farm laborers that the big estates would 
be broken up for their benefit. But so little has been done along 
this line that the agricultural population continues to live in 
great want. The Inequality of land distribution remains very great; 
according to official data over two-thirds of the land in 1930 
(the most recent published census) belonged to only three and one- 
half per cent of all landowners, and more than one-third of the 
Italian farms are of about one hectare (two and one-half acres) in 
size. Naturally "the poverty of Italian peasants cannot but strike 

any observer who tries, when in Italy, to get away from the beaten 
roads.,. 

When the present war broke out in 1939, and especially fol¬ 
lowing Italy's entrance to the war in 1940, the fascist government 
tightened further its control of agriculture; food was rationed. 
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exports restricted or prohibited, meatless days were introduced, 
prices went up further despite severe regulations. 

THE INDUSTRIAL PROGRAM 

In the field of industrial production fascist policy prior 
to the world depression, differed little from that of other coun¬ 
tries, and private enterprise remained relatively independent and 
free from government Interference. When, however, in the course of 
the depression, capital Investments and industrial production 
dropped by one-half, the government decided to take a more vigor¬ 
ous stand, and numerous semi-official "institutes” were created 
to help the various branches of business that had been most se¬ 
verely hit by the economic crisis. A more comprehensive Institute 
of Industrial Reconstruction, similar to the Reconstruction Fi¬ 
nance Corporation in our own country, was formed at the beginning 
of 1933 to lend financial assistance to industrial enterprises 
and to strengthen their capital structures. Besides long-term 
loans, the government distributed direct subventions among partic¬ 
ularly distressed branches of business, which were also helped by 
orders for large-scale public works and the growing program of 
armaments. The system of state-controlled labor contracts between 
the syndicates of employers and employees helped to keep wages 
down and so to reduce costs of production. 

The government did not discourage mergers and consolidations 
of business enterprises undertaken In an attempt to mitigate the 
effects of competition. It looked benevolently at private agree¬ 
ments that aimed at price-fixing and division of marketing areas. 
Moreover,these voluntary cartel-like associations received gov¬ 
ernmental sanction with the issue of a special law in 1932 which 
authorized the establishment of compulsory associations among con¬ 
cerns engaged in similar economic activities, to be organized for 
the direct purpose of regulating production and competition. Such 
compulsory cartels are formed whenever the government considers 
it desirable from the standpoint of a more rational and economic 
organization of production, or upon the request of a particular 
industry if the firms making the request represent 85 per cent of 
the total output of the industry in question. This law increased 
considerably the direct governmental control over Italian industry. 

At the same time the government descended upon private busi¬ 
ness in another form. To curb overproduction it Introduced a sys¬ 
tem of licences for the opening of new plants or the expansion of 
existing industrial establishments. By a stroke of the pen, Musso¬ 
lini limited all dividends to stockholders to a maximum of six per 
cent. Despite a promise to encourage the growth of small business 
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"to prevent the progressive concentration of capital" the actual 
policies of the government favored big business. Thousands of 
smaller firms went bankrupt, while several industries, as for in¬ 
stance chemicals, autcsnobiles, rayon, were organized under the 
monopolistic or aemi-monopollstic control of a few giants. The 
corporations - as has been pointed out - are used for consulta¬ 
tion, technical work, and coordination of Industries as well as 
for instruments of government policy. Thus, business remains in 
private hands and carries the entrepreneurial risk, but the scope 
and direction of its activities are determined, not by the market, 

but, to an increasing degree, by the comprehensive and Irresistible 
control of the state. 

THE EFFORT AT SELF-SUFFICIENCY 

The fascist regime is marked by a deliberate trend toward 
autarchy, l.e., economic self-sufficiency. The mild and not very 
effective sanctions Imposed upon Italy by the decision of the 
League of Nations during the Invasion of Ethiopia gave Mussolini 
a welcome pretext to add vigor to a plan he had been advocating 
for some time. At the root of the Duce’s pet ambition lay the 
thought of achieving economic war-preparedness in view of the 
growing international tension for which, however, his own foreign 
policy had a heavy responsibility. Political Independence demands, 
according to the fascist doctrine "that the Italian people should 
as soon as possible produce within the country all the essentials 
required in peace and above all in war." The execution of this 
truly gigantic task has been taken out of the hands of single de¬ 
partments and entrusted to a special Supreme Commission for Au¬ 
tarchy, which was created in 1936 to formulate definite plans and 
to coordinate the activities of individual corporations. In view 
of the inability of the corporations to cope with such ambitious 
plans, the matter was concentrated in 1937 in a purely bureaucratic 
agency, known as the Inter-ministerial Committee for Self-Suffi¬ 
ciency, which drew up a sort of five-year plan as a guide to its 
work. 

Raw-material deficiencies . The plain fact that Italy does not 
possess the elementary prerequisites for autarchy, as she Is lack¬ 
ing completely in Iron, coal, oil, copper, cotton, wool - to men¬ 
tion only a few of the raw materials that are indispensable for 
economic Independence In peace time, and especially in war - did 
not discourage the fascist leaders. The Duce discarded, as an al¬ 
leged trap for weaker nations, the modern theory of international 
economic interdependence and cooperation and became obsessed with 
imperialist and expansionist aspirations. All economic policies 
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were tuned to this leitmotiv . Science was put to work to discover 
and develop substitutes for materials that Italy does not possess; 
deposits of minerals that had been neglected by private initiative 
as commercially unprofitable, wdre opened for exploitation. Such 
exploitation was aided by generous governmental subsidies. Ethi¬ 
opia and Albania were annexed by force of arms partly because of 
the hope that they might close up some of the gaps in Italy's ra// 
material requirements, and numerous companies were organized with 
governmental help for their exploration and economise (raw-materi¬ 
al) development. 

Italy has virtually no oil, and the geological formation of 
the country makes discovery of oil deposits highly Improbable. But 
the government has established a special industry for the produc¬ 
tion of synthetic gasoline from the meager coal resources in the 
country and from imported coal. A special concern has been organ¬ 
ized for the development (at great cost) of coal mining whereYer 
possible, Italy is rich in "white coal" and has made substantial 
progress in the utilization of water-power for generating electric 
energy. A special organization coordinates the work of Italy's 
hydro-electric enterprises. The government also encourages pro¬ 
duction of steel despite the lack of iron-ore and coal in Italy. 
Copper, of which Italy has none, is being replaced by other metals, 
especially by zinc and aluralniim in which Italy is self-sufficient. 
As to textiles, Italy normally is dependent on the Import of cot¬ 
ton and wool; but under the fascist regime she has shown a deter¬ 
mination to provide her own textile raw materials. Sheep-breeding 
la encouraged, as Is also the use of substitutes. In addition to 
a particularly strong silk Industry, huge combines sprang up in 
the field of artificial silk (rayon), and an attempt was made to 
eliminate the importation of cellulose by obtaining cellulose from 
native raw materials. 

Foreign-trade policy. The determination to produce within th^ 
country all commodities required in peace and especially in war 
had a decisive effect on Italy's foreign trade policy. Blaming, 
not without reason, the tariff barriers erected by other countries, 
among them by the United States, for the growing difficulty of in¬ 
ternational economic collaboration, the fascist government reversed 
by 1934 its hitherto relatively liberal commercial policy and em¬ 
barked upon a campaign of import restrictions. The campaign was 
strengthened when, as a result of the Ethlopan adventure, a host 
of economic sanctions descended upon Italy. The Importation of 
numerous conmodltles - among which copper, coal, nickel, wool, and 
coffee were especially Important - was either completely prohibited 
or placed under a system of licenses and quotas. In connection with 
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heavy losses of gold during the economic boycott established by 
the League of Nations against Italy, Italian exporters were forced 
to surrender to the government all their foreign currency and 
foreign credits in exchange for state bonds. Tariffs were raised 
successively till Italy could claim to have erected one of the 
highest tariff walls in Europe, and the government resorted to 
barter agreements with a number of countries. Having acquired a 
practically complete control of the flow of goods into the coun¬ 
try, the regime encouraged exports by a system of subsidies. In 
its struggle for a curtailment of trade deficits, it also attempt¬ 
ed, with the help of corporations, to improve marketing methods. 

Financial policies . Huge funds required for the financing of 
such fascist undertakings as the "wheat battle," land reclamation, 
export subsidies, grants to industry, public works, and also those 
needed for armaments and wars were secured chiefly from drastic 
taxation and semi-compulsory borrowing. The government decreed 
capital levies on business and real estate and used the restric¬ 
tions on dividends as a means of diverting business reserves into 
the purchase of government bonds. The banking reform of 1936 gave 
the government wide authority of supervision and regulation of 
private savings and of private credit. A special official body 
was empowered to control interest rates and also the Investment 
and loan policies of Italy’s credit institutions. 

When the government, following the example of Great Britain, 
decided in 1927 to stabilize the value of the currency at the rate 
of nineteen lire to the dollar, Mussolini solemnly promised not to 
tinker with the national currency and declared, "I will fight for 
the lira with my last breath and to ray last drop of blood." But 
the artificially high valuation of the lira precipitated a con¬ 
traction of business activity, and Italy’s foreign trade sagged. 
The world depression caused havoc in the Italian economy, as it 
did in the rest of the world; exports shrank catastrophically, 
revenues from Invisible exports (shipping, tourist trade, emigrant 
remittances) dropped, and a serious loss of gold reserves affected 
the lira adversely. Following a series of drastic restrictions of 
currency movements, the export of the lira was prohibited; the law 
prescribing a forty per cent reserve for the notes in circulation 
was suspended; and, finally, in 1936 the government was forced to 
admit the failure of its efforts. The Italian currency was devalued 
to approximately the same position in relation to foreign (also 
devalued) currencies as it had occupied prior to the depression. 

THE LABOR PROGRAM 

The attitude of the fascist regime toward labor is a peculiar 
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one. While professing a deep concern for tne plight of people work¬ 
ing in fields and factories, it can hardly claim to have Improved 
their economic lot. It has certainly succeeded in regimenting la¬ 
bor to an unprecedented degree. As was Indicated above, the syndi¬ 
cates of employees have nothing in common with trade unions in 
democratic countries. Collective labor agreements would have been 
valuable instruments from the standpoint of organized labor if 
the latter were allowed to take advantage of its strategic posi¬ 
tion and of favorable business conditions. But the government en¬ 
forces the principle of subjection of labor demands to "the high¬ 
er interests of production," which means in practice that the gov¬ 
ernment through its control of the entire economic system deter¬ 
mines, in the last analysis, the rates of wages, the period of 
work, and the security of employment. 

According to the Charter of Labor, statistical data on con¬ 
ditions of production and employment, on the situation of the 
money market, and on the cost of living, as compiled by various 
government departments and also by recognized syndicates, must be 
coordinated by the Ministry of Corporations. These data are then 
employed to determine the criteria for the settlement of labor 
disputes in compliance with the superior interests of the nation. 
The government does not guarantee minimum wages, but it has at¬ 
tempted to set limits on the period of work. Thus, upon the es¬ 
tablishment of the regime, a special law fixed labor time for all 
occupations at eight hours per day or forty-eight hours per week. 
This fixed period has not been adhered to - especially in agri¬ 
culture. When, In 1934, the government consented to reduce the in¬ 
dustrial working week to forty hours in order to relieve unemploy¬ 
ment, wages were cut proportionately. 

The institutions that have been created or coordinated by 
the government for the protection of labor against insecurities 
and occupational hazards constitute an impressive list. There ex¬ 
ists insurance against industrial accidents and diseases, and also 
old age and Invalidity pensions. Workers are entitled to annual 
paid vacations, and many organizations of social welfare assisted 
by the state help to improve the conditions of labor. But most of 
them were known in Italy long before the victory of Fascism. Al¬ 
though under Mussolini they have been extended and improved, his 
boastful assertion that "Italy leads all nations in the field of 
social legislation" is not supported by facts. 

The most interesting and characteristic contribution of the 
regime to labor welfare is undoubtedly the so-called Dopolavoro or 
National After-Work Institute. It is a semi-official organization 
comprising about twenty thousand cultural, educational, sport and 
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welfare associations and clubs, designed for better utilization of 
the leisure time of Italian workers. Membership, which is volun¬ 
tary, exceeds 3,000,000 because it offers for a nominal fee enor¬ 
mous advantages "ranging from significant reductions on railroad 
rates for week-end excursions to the organization of popular fes¬ 
tivals, open-air motion picture programs, classes of physical and 
vocational education, and the organization of home-building so¬ 
cieties and community restaurants.” The Dopolayoro is an Important 
link between the regime and the Italian people, and helps to pop¬ 
ularize the government by offering the under-privileged opportu¬ 
nities to share in the forms of leisure ordinarily reserved for 
the upper classes; this raising of their social status is supposed 
to act as a non-economic form of satisfaction offsetting the in¬ 
adequacies of labor's economic status. An equally important func¬ 
tion of this fascist invention if to serve as a powerful instru¬ 
ment of political and spiritual control of the workers' minds. 
Nevertheless it could hardly make them forget the loss of liberty 
or compensate for the failure to abolish unemployment. 

Among other advantages over economic liberalism, fascism 
claims to achieve so orderly an organization of economic life as 
to remove the curse of cyclical.depressions, Despite the unlimited 
power of the government, the history of the fascist regime In 
Italy certainly does not support this claim. The number of unem¬ 
ployed decreased for a short time In Italy during the "prosperous” 
twenties but began to climb even before the onset of the world 
crisis. Due to the contraction of business precipitated by the 
stabilization of the lira, it almost tripled between 1926 and 
1928, and it exceeded 1,200,000 at the bottom of the depression. 
After 1933 employment began to increase, and It rose considerably 
at the time of the Ethiopian war. In full accord with the princi¬ 
ple of government Intervention and control of economic affairs, 
the government fought hard against the plague of unemployment. 
Although unemployment insurance is compulsory for low-paid indus¬ 
trial (but not for agricultural) workers, the benefit payments are 
small, do not include allowances for dependents, and are made for 
not more than three months. According to reliable estimates, only 
twenty-five to thirty per cent of the officially registered tmem- 
ployed receive financial assistance. The government's chief method 
of combating unemployment was, besides war preparations, the car¬ 
rying out, at tremendous cost, of an impressive system of public 
works. 

The land-reclamation schemes served In part to relieve unem¬ 
ployment. The public-works program Included construction of state 
highways, communal roads, and bridges, electrification of rail- 
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ways, building of merchant ships, harbor improvements, construc¬ 
tion of dams, building of aqueducts, erection of luxurious- public 
buildings, and reconstruction and modernization of many towns and 
cities. The Ministry of Public Works and other departments have 
financed a considerable part of public works directly from state 
funds and also have extended construction loans to private com¬ 
panies and cooperative societies. After 1935 the armament boom 
provided an important line of attack on unemployment. 

Since they throw light on the practical application of "in¬ 
terventionism," some other measures taken by the fascist govern¬ 
ment to reduce the number of jobless are worth mentioning. The 
regime resorted, for instance, to a "tax in workers" by Imposing 
on farmers in some provinces the obligation of employing a cer¬ 
tain number of workers. This method amounted to a sort of ration¬ 
ing of labor power, and was not very effective. The authorities 
also tried to prevent the movement of workers into districts 
where they could not find employment, and encouraged emigration to 
Italian colonies. They forced upon the syndicates the Introduction 
of a forty-hour week, and required the registration of all jobless 
workers at government employment offices. These offices, controlled 
^y local party organizations, have the privilege of placing work¬ 
ers. Attempts also were made to discourage the use of new labor- 
saving machinery and the employment of women. Emigration, before 
the World War an important outlet for impoverished Italian labor, 
became increasingly difficult as the government, for reasons of 
its own, abandoned the traditional emigration policy and launched 
a campaign for repatriation of Italians living abroad. Little re¬ 
gard was shown for economic considerations when Mussolini began 
to preach a "battle of births," urging the increase of Italy's 
population as an indispensable prerequisite to the military power 
of the state. The fascist population policy was not particularly 
successful, but it throws a significant light on the determination 
of the regime to put the interests of future military might above 
the elementary needs of the people. 

CONTROL OF THE MARKET 

Besides direct attempts to allocate the factors of production 
according to the aims and plans of the state, the fascist regime 
intervenes in connection with the price structure and particular 
price levels. Completely free markets exist, of course, only in 
technical treatises in economic theory; the markets of any modem 
country are characterized by some degree of "imperfect competi¬ 
tion" and by some degree of government reg\ilatlon. Yet price con¬ 
trol in a fascist economy differs from price control in a relative- 
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ly free economy. In the first place. It Is based on the postulate 
of unlimited authority and does not suffer from inhibitions 
prompted by classical economics. In the second place, it places 
the will of the state above theoretical considerations; when 
faced with forces beyond its control as, for instance, weather 
conditions or Import prices, the fascist leaders change the de¬ 
vices to meet the exigencies of the moment in a trial-and-error 
fashion without much regard for economic principles or for the 
costs involved. Some fascist writers revived the medieval concept 
of the "just price," A "just price" should reflect the cost of 
production and a fair profit to the producer in order to bring 
about a lasting equilibrium between demand and supply. In prac¬ 
tice, however, cost variations are not eliminated in the corpo¬ 
rate state (nor can they be) and, in addition, costs and prices 
are affected by government Intervention that frequently is enact¬ 
ed for political reasons. 

Fixed prices established in Italy - as in other belligerent 
countries - during the World War were repealed soon afterward; 
the fascist government did not establish a centralized price con¬ 
trol until the fall of 1935 when a special committee was created 
to curb an unmistakably rising trend of prices. The trend was im¬ 
mediately due to the passing of the trough of depression and to 
preparations for the Ethiopian campaign. After the devaluation of 
the lira the task of price control was turned over to the Ministry 
of Corporations assisted by the Central Corporative Committee and 
local administrative organs. The control was extended to almost 
all commodities except luxuries and, without official sanction, no 
rise was allowed above the price level of early fall of the year 

I 

1936. Every store has a maximiiin price list and special authori¬ 
ties are assigned to enforce price regulations. The public is in¬ 
vited to cooperate with the government and not to submit "for 
love of quiet living to unjustified price increases." Hoarding and 
speculation are punishable with fines and imprisonment. According 
to official statistics the number of violations of price decrees 
is surprisingly low, but these figures apply, in all probability, 
only to gross infractions. Admittedly there are many opportunities 
for evading the law by adulterations and changes in the quality of 
goods. 

Like the principle of the "just price," the principle of "just 
wages" remains a dead letter in fascist Italy. Numerous cuts in 
wages were forced upon industrial and agricialtural workers before 
and during the depression. Despite the rights of collective bar¬ 
gaining guaranteed by law, the government does not hesitate to 
intervene in the fixing of wages. To be sure, it makes efforts to 
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reduce the cost of living by keeping dovm prices and blocking 
rents and utility rates, and sometimes, as at the time of the 
Ethiopian campaign, has permitted substantial increases in money 
wages for the sake of adjustment to the rising cost of living. 

The incompleteness of wage statistics makes it impossible to draw 
definite conclusions as to the standard of living of working peo¬ 
ple in Italy. Neither is it possible to determine the extent to 
which government manipulations of prices and wages succeeded in 
protecting their Interests. The war with its demand for further 
sacrifices obviously has not made life easier in Italy. 

THE WAR ECONOMY 

Special decrees have tightened the state control of economic 
life for the duration of the war. The Minister of Agriculture - 
who became food dictator - was authorized to make a complete in¬ 
ventory of foodstuffs, to control all food enterprises, to allot 
food to each province, to purchase or requisition supplies for 
the armed forces. The death penalty was prescribed for hoarding 
or destruction of basic conmodlties. The system by which food¬ 
stuffs were rationed was stiffened and the rations reduced. The 
Minister of Corporations was given similar authority with regard 
to industry and trade. He was empowered to regulate the distribu¬ 
tion and consumption of all domestic and Imported Industrial ma¬ 
terials during the war, and to ration manufactured goods among 
oivillans in order to Insure supplies for the armed forces. The 
government doubled the tax on Income from private securities to 
"encourage" investments in state bonds. The prices of goods and 
services were fixed "for the duration" at the level that was in 
existence when Italy entered the war in June, 1940. For Italy the 
transition to a war economy was simplified because of the warlike 
nature of the fascist economy even in peace time. 

According to fascism war is a supreme test of a nation's 
strength. Hence, measured by her own standards, Italy has revealed 
before the world an astonishing weakness since she plunged In the 
present struggle. She was beaten decisively on land, on sea,and in 
the air and had to concede victories even to little Greece. 

Italy's stronger Axis associate saved her from complete defeat in 
the spring of 1941, but at the cost of her position as a great 
P®wer• Italy has become a junior partner of Nazi Germany and is 
doomed to play a minor role in Eiorope regardless of the outcome of 
the present war. The "revolutionary" economic policy of fascism/ 
hullt upon privations and sacrifices for the Italian masses, failed 
Its primary and paramount ambition, namely to create a mighty 
war machine, and to convert the Italian Empire Into an Impregnable 
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fortress. Defying the efforts, however inadequate, of the demo¬ 
cratic countries to create a workable machinery of international 
economic cooperation, Mussolini exalted force. Instead of reason, 
in dealing with men or nations and thus was instrumental In push¬ 
ing Western civilization back to the dark ages of glorified vio¬ 
lence. In entering upon this path, Italy herself exchanged depen¬ 
dence on free world markets (and whatever degree of independence 

such markets afforded) for economic and political vassalage to 
the "master race" in the North. 



55. THE NATIONAL SOCIALIST ECONOMY IN GERMANY 


THE DECLINE AND FALL OF GERMAN DEMOCRACY 

It la significant for the post-war history of Germany that 
the Reich's chancellorship was acquired by Adolf Hitler from the 
aged hands of President Hindenburg on January 30, 1933, in a per¬ 
fectly legitimate fashion, without a coup d'etat. The short lived 
Weimar Republic was in a state of agony. The elevation of Paul 
von Hindenburg, a renowned monarchist, to the highest office in 
the republic in 1925 - to which he was reelected in 1932 - was an 
ominous shadow cast forward by coming events. The inability of 
successive party coalitions to cope with political and economic 
difficulties was symptomatic of political disintegration. 

For all practical purposes the democratic form of government 
ceased to exist in Germany when at the end of May, 1932, Franz 
von Papen formed, without parliamentary support, a "cabinet of 
harons," under the pompous name of "the government of national 
concentration." But even prior to this striking violation of the 
Weimar constitution, the government resorted more and more fre¬ 
quently to use of the constitution's famous Article forty-eight, 
which provided for the suspension of fundamental democratic rights 
and liberties in a national emergency. The road to outright dic¬ 
tatorship was paved by a savage class warfare; the dally street 
fights of uniformed members of various political organizations 
were an eloquent expression of the loss of prestige and power by 
the government. Apathy toward the impotent regime became almost 
universal; the enemies of the republic were growing stronger and 
bolder; its supporters were hopelessly divided and confused. The 
republic was in a state of disintegration, and the only remaining 
question was as to who would administer the coup de grace. 

Three specific factors were Instrumental in bringing about 
the success of the National Socialists: one was the shifting of 
authority from the legislative to the executive arm of the govern- 
W6nt indicated above, a second was the anti-democratic spirit of 
the army and of the civil service; the third was the government's 
'^lllngnesa to tolerate "unconstitutional" parties committed to a 
revolutionary overthrow of the republic. Reducing ad absurdam the 
generosity of a liberal government, the Nazi leadership organized 
a hostile mass movement protected by the regime it was determined 
to destroy. 

The "German revolution" began and was carried out after Hlt- 
had obtained governmental power. The program of National So¬ 
cialism, inspired In no small degree by the Italian prototype, has. 
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nevertheless, distinct national features. Its aim is the creation 
of a Third Reich as a legitimate successor of the medieval German 
empire and of Bismark's glorious era. The postulate of German ra¬ 
cial superiority constitutes the foundation of the Nazi political 
program. This factor, combined with hatred against both liberalism 
and Marxism, has transformed Germany from a democracy into a to¬ 
talitarian state with a recklessness and brutality that has no 
precedent in modern history. 

THE NATIONAL-SOCIALIST STATE 

The Weimar constitution formally continues to exist on paper, 
but is in fact dead. The Nazi regime is not a government of laws, 
it is a government of men: all powers of the state are concentra¬ 
ted in the hands of Adolf Hitler, the Fuehrer of the German nation, 
and of his political machine. Hitler's authority is unlimited 
within a scope that is all-embracing. Germany has become a "one- 
party state" and the National Socialist party guides the nation 
and directs all government activities. It is based on the princi¬ 
ples of hierarchy, absolute discipline, and leadership. No elec¬ 
tions ever take place in the party; all officials of the party 
(as well as of the government) are appointees of their respective 
superiors and the relationship between the various ranks is aptly 
expressed in the formula, responsibility upward, authority down¬ 
ward . 

Party members are bound by a personal oath of blind loyalty 
to Hitler. His decisions are accepted as infallible and so are the 
fundamental principles of Nazism. We are dealing here, not with a 
party, but with a quasi-religious crusading order; not with a po¬ 
litical doctrine, but with political mythology and theology. It 
is no wonder that many of Hitler's followers attribute to him su¬ 
pernatural faculties, and that he himself addresses Providence as 
if it were his partner. At the beginning of the Second World War, 
Hitler settled single-handedly the puzzling problem of a successor 
by announcing the order in which his closest collaborators, headed 
by Goehrlng, would, in case of his death, take over his place at 
the helm of the party and of the state. 

The political organization of the Third Reich is simple. The 
Reichstag exists only in name and is convened exclusively for unan¬ 
imous votes of confidence in the leader. After Hindenburg's death 
in 1934 the office of president was abolished. The so called En¬ 
abling Act of 1933 conferred upon Hitler and his cabinet dictatori¬ 
al powers, repeatedly confirmed, to extend at least until the year 
1943. Three plebiscites held under the Nazi regime were meaning¬ 
less, from the democratic standpoint, in view of the fact that 
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popular decisions are precluded in a totalitarian state. In exact¬ 
ly one year after Hitler's accession to power, the German federal 
structure had been destroyed. Germany is now a thoroughly central¬ 
ized state, divided into provinces which are ruled by Hitler's 
personal emissaries. The same arrangement was extended to Austria 
and the Sudetenland upon their incorporation into the Third Reich. 
Memel, Danzig, and the former "Polish corridor" form, as of old, 
a part of the province of East Prussia. Territories occupied or 
conquered, as for instance Bohemia, Moravia, Poland, and Norway 
were either annexed outright or became "protectorates" ruled with 
an iron hand by Reich representatives. 

A self-appointed lord of destiny. Hitler converted the German 
state into an instrument of his aspirations, and its citizens in¬ 
to pawns whose duty it is to believe and to follow. Theirs is a 
bill of duties, not a bill of rights. The regimenting Influence of 
the new creed extends into all channels of thought and action. 
Germany - a country with a tradition of intellectual- freedom - is 
enveloped in a web of methodical coordination. Prom the cradle to 
the grave, Germans are subjected to systematic indoctrination and 
drill. The entire school system, as well as all forms of informa¬ 
tion and communication, are permeated with Nazi ideas and Ideals 
to the absolute exclusion of any others. Nazism ridicules the very 
concept of objective science or Independent art. Some German 
scholars showed a servile willingness to assist in the dissemina¬ 
tion of the new creed by asserting that science is racial and con¬ 
ditioned by blood. The Reich Chamber of Culture - which was es¬ 
tablished under the Nazi regime - "coordinates" all cultural ac¬ 
tivities with the alms and whims of the leader. Nor did religion 
escape the all-embracing demand for conformity. The age-old claim 
of Christian churches to the guidance of souls conflicts with the 
National Socialist deification of the state. The outbreak of the 
present war put an end to the struggle; the churches, in a patri¬ 
otic frenzy, capitulated and prayers are offered for a German vic¬ 
tory. 

The racial myth provided an excuse for cruel and wholesale 
persecutions of the Jews as alleged polluters of the German nation 
and its civilization. Opponents of the Nazi regime are declared to 
be traitors to the nation, and the all-powerful Gestapo (political 
police) organized after the Soviet pattern, extends Its activities 
into every walk of life. All efforts are to secure by coercion and 
terror a total conformity of the people to the principles and pol¬ 
icies of the government, whenever the vast propaganda machlnei’y 
seems to be failing in its effect. Even Germans abroad, whether 
Gorman citizens or not, are treated as members of a racial and 
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ideological empire, bound by discipline and loyalty to an indis¬ 
soluble community of blood and destiny uniting Germans all over 
the world. 


NATIONAL-SOCIALIST ECONOMIC CKXITRINE 

German economic life became a major vehicle of the new order. 
The Nazi approach to economic problems is anything but orthodox, 
being at once anti-capitalistic and anti-Marxist. The mainspring 
of Hltler‘s creed was a burning hatred against the old "system," 
_1_._^., the Weimar republic and all it stood for. Unfortunately the 
young republic was plagued in the course of its short existence 
with three major economic ills: a ruinous Inflation, unbearable 
war reparations and a severe depression. In their pronouncements 
concerning these matters, Nazi leaders drew a crude distinction 
between Industrial (constructive) and financial (exploiting) cap¬ 
ital and promised to annihilate the latter as an allegedly Jewish 
institution. They renounced the Versailles treaty in toto and 
swore to free Germany of its economic shackles. They swore also 
to remove the curse of mass unemployment. Little was said about 
the methods of producing such miracles; Nazis merely declared an 
indomitable Intention to make Germany strong again by the firm 
hand of an uninhibited and all-powerful state. 

Contrary to widespread beliefs, the economic policies of Na¬ 
tional Socialism are not alien plants on German soil. Economic 
liberalism never had deep roots in Germany, and, except for short 
interludes, German economic history has been marked by a consistent 
trend of governmental interference with business. It can hardly be 
considered a mere coincidence that the founder of modern protec¬ 
tionism was a German, Friedrich List, whose "National System of 
Political Economy" defending economic nationalism against Anglo- 
Saxon cosmopolitanism was published before the middle of the 19th 
century, at a time when Adam Smith's doctrine of free trade ap¬ 
peared to be at the zenith of its popularity. German scholars 
added relatively little to the elaboration of the laissez-faire 
doctrine, but made outstanding contributions to the theory of 
"state socialism" in a broader sense. Rodbertus, Lassalle, the 
"Socialists of the Chair," as well as Marx and his followers, de¬ 
spite all their differences, shared an aversion against economic 
liberalism and favored (in various forms and degrees) the princi¬ 
ple of governmental economic control. 

A mercantilistlc spirit consistently has marked the history 
of German, and especially of Prussian, economy. The railroads in 
Germany were nationalized under Bismarck; government ownership of 
industrial enterprises occupied an Important part in German eco- 
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nomic life; many public utilities were either municipally owned 
or under mixed government-private control; protective tariffs dom¬ 
inated Germany’s foreign trade policy except for the first few 
years of the empire. Although the idea of social reform was born 
in England, many Germans were justly proud of their outstanding 
and far-reaching system of social legislation. American anti-trust 
laws were never duplicated in Germany; on the contrary successive 
German governments favored the process of voluntary cartelisation 
as a means to more orderly and more manageable economic develop¬ 
ment. During the first World War, because of this tradition, Ger¬ 
many experienced less difficulties in a complete militarization 
of her economy than did other belligerent countries. The Weimar 
constitution copied the political features of liberal democracies 
but followed the national principles of social reform and social 
control in its economic provisions. Thus, the Nazi leaders, have 
continued a historical tradition; they distorted it, however, by 
the use of economic regimentation for non-economic ends. 

Notwithstanding their incidental claims to the contrary. Hit¬ 
ler and his associates have not produced an organic and positive 
social-economic doctrine. The Third Reich was conceived, above 
all, in political terms, economic considerations being allotted 
but a secondary role. The economic clauses of the "unalterable" 

Nazi program - first published in 1920 - present not much more 
than "a confusion roughly organized." This program contains a 
hodge-podge of slogans designed to make capital of the middle 
class hostility against big business and Jewish influences, and 
also to attract the masses with radical promises. These promises 
relate to such matters as communalization of department stores 
and their lease to small merchants at cheap rates, nationalization 
of trusts, confiscation of all war profits, abolition of \inearned 
incomes, and "breaking the bonds of interest slavery." Not one of 
these pledges has been realized. Upon Hitler’s advent to power, 
the radical groups of his party insisted on the enactment of "so¬ 
cialistic" elements in the Nazi program; after some hesitation 
Hitler parted company with his left wing. Feder, the author of the 
economic program, was soon relegated to an obscure position; the 
bloody purge of June 30, 1934, was to no small degree a result of 
Hitler's decision to ci*ush the party's trouble-makers who took his 
socialistic" catch-words seriously. 

Since Marx the term "socialism" has been invariably associated 
with demands for complete state ownership of the means of produc¬ 
tion. Hence the official name of the Nazi party and program is 
alsleadlng. Nazism retains private property as a legal institution, 
but tends to reverse the relation between government and business 
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that is characteristic for economic liberalism. The Nazi creed is 
expressed in the motto: "common welfare before individual welfare" 
The interests of the community, as conceived by the infallible 
Nazi leadership, determine the aims and methods of economic poli¬ 
cy. Private property and enterprise as well as individual initia¬ 
tive are not treated as "natural rights," but, on the contrary, 
as privileges granted by the omnipotent state to its citizens for 
reasons of practical convenience. In exchange, business must serve 
the community and comply with its needs and requirements. 

All members of Nazi economic society are, so to speak, en¬ 
trusted with vital functions and rewarded by the state for a loyal 
execution of their duties. Individuals may own land, operate stores 
and factories, compete with each other and venture new enterprises, 
but in all their activities they are compelled to tame their self¬ 
ishness and greed and work for the common good. But who is to de¬ 
termine, in a specific case, the concrete meaning of the "common 
good?" The Nazi answer to this crucial question is astonishingly 
simple: neither the businessmen, nor the workers, nor any other 
interested group, but only and exclusively the state. This means, 
more exactly, that the party as the mouthpiece of the German com¬ 
munity, determines authoritatively what the "common good" is in 
each and every situation. The emphasis is shifted from a change 
of the economic structure to the cultivation (by persuasion and 
coercion) of a new spirit of service and sacrifice to the state. 

It is an attempt to "nationalize" the spirit rather than to so¬ 
cialize economic Institutions. 

In the nazified business enterprise, class conflicts have no 
place; Hitler calls class struggle a malicious invention of "Jew¬ 
ish Marxism," aimed at the corruption and poisoning of the harmo¬ 
nious German community. In his autobiography Hitler declares: "the 
Nazi employer must know that the happiness and satisfaction of his 
workers is the indispensable condition of his economic existence 
and growth; the Nazi employee must know that his material welfare 
is dependent upon the prosperity of the national economy; Nazi 
workers and businessmen are but trustees of the national community" 
All of them are granted a limited degree of economic freedom, not 
for their own sake, but because "according to experience efficiency 
is better stimulated through freedom than by coercion." 

Retaining the capitalistic enterprise, the state tries to es¬ 
tablish a partnership between the employer and his employees. The 
"leader" (employer) and his "followers" (employees) in a single 
economic unit form a "shop community" that is led by the employer, 
who is master over his employees but responsible to the state for 
a fair use of his authority. According to the Nazi labor code, "the 
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master must care for the welfare of the followers and they must 
accord him loyalty." Nazi "cells" - watchful eyes of the party - 
are organized in every enterprise and exert a powerful influence 
on its daily life and activities. In case of serious disagree¬ 
ments between employer and employees they both must appeal to the 
state for a settlement of their complaints; the state's decision 
is final. Strikes and lockouts, as the outgrowth of conflict, have 

no place in such an abode of harmony; they are prohibited and are 
punishable as treason. 


ECONOMIC REGIMENTATION 

As if to emphasize the defeat of the class concept and class 
organization, the Nazi state has cut across the institutions that 
formerly reflected the class structure of society, and has created 
a system of functional economic bodies known as "estates." The 
agricultural or nutrition "estate" includes all persons engaged in 
the broader sense In food produc tion, landowners, tenants, 

employees and agricultural workers, processors, brewers, bakers, 
food distributors. The mystical Nazi concept of the soil as the 
source of national strength and health accounts for the establish¬ 
ment of a privileged group of hereditary farmers. These "forgotten 
men," often neglected under the Weimar republic, have acquired a 
new status and become a sort of peasant nobility with a special 
title. Hereditary farms are Indivisible and inalienable, they can¬ 
not be sold or mortgaged without the permission of a special trib¬ 
unal. These farmers are the flower of the agricultural "estate," 
which is headed by a Farm Leader who is also the Minister of Pood 
and Agriculture of the Reich. 

The "estate" of Industry and trade unites all manufacturing 
and retail and wholesale trade establishments and is placed under 
the jurisdiction of the Minister of Economic Affairs. Thus the 
production and marketing of non-agrlcultural commodities is also 
brought under the supervision and control of the government. The 
estates" are hierarchically organized, both vertically (function¬ 
ally) and horizontally (territorially), in branches and regions; 
their scheme of organization accounts for a top-heavy bureaucratic 
structure enmeshing all economic activities of the new Reich. 

The Labor Front, established in May, 1933, immediately after 
the abolition of the democratic trade unions, is a unique insti¬ 
tution. It was organized as a substitute for the outlawed trade 
unions; the regime gradually transformed it into an all-inclusive 
organization of both employers and employees - a symbol of the 
Nazi thesis of solidarity between capital and labor. Hitler is as 
indefatigable in his praise of labor as is Stalin; however, ac- 
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cording to the Nazi creed, the work of the entrepreneur is not 
less respectable and essential than manual labor. ’’Ours was a so¬ 
cialist revolution," declared Goebbels, "a revolution of the la¬ 
bor movement. It was made not by the rich but by the poor. It was 
a revolution not only against Marxism but also against reaction," 
In the name of this new solidarity the traditional socialist "red 
day. May 1st, was not abolished but, in a surprise move of astute 
political strategy, proclaimed a national labor holiday for which 
workmen are to be paid by their employers as if it were a day of 
work. Whereas the membership of all trade \inions in the Weimar re¬ 
public was in the neighborhood of six million, the Labor Front, 
by virtue of its compulsory character claims not less than thirty 
million members, boasts of a tremendous income from fees and con¬ 
tributions, and is a formidable mechanism for indoctrination, co¬ 
ordination, and control of both employers and employees in Ger¬ 
many. 

Without actually taking over the national economy, the Nazi 
state has become its master. Officially the Nazi regime, up to 
the invasion of Poland that started the second World War, had an- 
novinced two four-year plans. The government embarked on the first 
plan (1933-36) as a challenge to the depression and enormous un¬ 
employment - economic calamities that speeded the collapse of the 
Weimar republic. The second plan, announced in 1936, was under¬ 
taken to obtain the greatest possible degree of economic self- 
sufficiency, specifically for the purpose of waging war. The Nazi 
plans are not identical with a comprehensive planned economy; they 
represent but expediency measures, leave the government free in 
adapting means to ends, and are unhampered by considerations of 
theoretical consistency. The official formulation of objectives 
does not reveal all of the aims. At present it should be clear 
that the Nazi regime had one major ambition - to transform Ver¬ 
sailles Germany Into a mighty military power in the shortest time 
possible. The experience of the Kaiser, who entered the war in 
1914 economically unprepared, was not to be repeated. Hitler was 
determined to gear the Reich's economic life scientifically and 
methodically to the paramount task of war preparedness. Long be¬ 
fore the war actually broke out, the German economy was conceived 
as a military economy, as was testified by Hitler himself when he 
admitted that the armament expenditures of the Third Reich, prior 
to 1939, amounted to the staggering sum of ninety billion marks. 

ECONOMIC POLICIES 

The first four-year plan. We may begin our survey of Nazi 
economic policies with the spectacular success of the first plan - 
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the abolition of ■unemployment. When Hitler became chancellor of 
the Reich there were six million registered unemployed in Germany 
and several million part-time workers. The Nazi measures in the 
struggle against this unemployment show little originality, but a 
remarkable determination that made no concessions to obstacles. 
They may be roughly classified under three captions: (1) increase 
of demand for labor; (2) reduction of labor supply; and (3) re¬ 
armament. Demand for labor was created by a huge program of public 
works, such as large-scale highway construction, and by enforced 
cooperation of business in the creation of new jobs. At the same 
time labor supply was curtailed. Women were urged to retire to 
their homes - where, according to one of the Nazi articles of 
faith, they belong - and were induced to do so either by decrees 
or by "premiums for marriage." Compulsory" labor service" removed 
hundreds of thousands of young people from the labor market. Jews 
were thrown out of their occupations to make room for "Aryans." 
Foreign workers were sent home, and were not readmitted to the 
country. Such measures as Winter relief and marriage loans stimu¬ 
lated a demand for consumers' goods and tended to enlarge the 
volume of production. But the most effective method of combating 
unemployment was found in the grandiose scheme of rearmament. The 
restoration of conscription and war preparations on a monumental 
scale turned the tide. In 1936 the number of registered unemployed 
dropped to about a million and a half, and soon afterward the Ger¬ 
man economy showed symptoms of a shortage of labor in many fields 
especially in metal Industries and in agriculture. 

The second four-year plan . The aim of the second four-year 
plan (which was announced by Hitler before the first had expired) 
was to make Germany as nearly as possible independent of foreign 
services in the supply of foodstuffs and raw materials, and to 
enable her to withstand a long blockade in case of war. Thus a 
total economic mobilization of natural resources and manpower be¬ 
came the order of the day. The organization of economic life for 
war, called "Wehrwlrtschaft " in the Reich, was "raised to the rank 
of a science" years before the war actually broke out. Slogans 
such as "primacy of politics over economics" and "common weal be¬ 
fore individual interest," disseminated by the party, provided an 
uncritical ideological basis for the regime to demand that people 
in every walk of life make sacrifices for the national goal. The 
structural "nazlfIcatlon" of the German economy put the government 
in the key position of a directing force. 

Agricultural policies. In 1935 the regime inaugurated a "pro¬ 
duction battle" to Increase the dcmiestic supply of food-stuffs and 
agricultural raw materials regardless of cost. The land available 
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for cultivation is limited in densely populated Germany. Host of 
the arable land was already in use; some acreage had to be made 
available for airports and other military purposes. Therefore Ger¬ 
many concentrated her efforts on a more scientific and coordinated 
exploitation of the soil; in addition a large area of wasteland 
was reclaimed and made usable for production. The Hinistry of Ag¬ 
riculture, with the cooperation of the Food Estate, tells farmers 
what to produce and when and how to produce it, provides them with 
subsidies for the use of machinery and fertilizers, and enforces 
shifts from crops showing relative surpluses to those in which 
there are serious shortages. Yet the considerable decrease of food 
imports that was achieved finds an explanation in restriction of 
consumption, and not in spectacular successes of the agricultural 
program. The supply of fats fell far short of minimum needs, and 
substitutes have been used all over the country. The efforts to 
increase the output of textile materials, such as wool, flax and 
hemp were crowned with much greater success - but not to the ex¬ 
tent of covering even half of the normal consumption. 

industrial program . The regimented industrial plant is 
engulfed in an endless stream of decrees and ordinances concerning 
every phase of production. These apply to the use of materials, 
improvement of management, nationalization, freight rates, research, 
and many other Industrial conditions. The Hlnlster of Economics, 
supported by the controlled business organizations, tells plant 
owners how much fuel and raw materials they may have, where they 
can secure them, and what prices they must pay. The Hlnlster en¬ 
forces the priority of orders and supervises at will all business 
transactions. The position and success of a German business enter¬ 
prise depends on its standing with the party, and also on its abil¬ 
ity to cut through the top-heavy official bureaucracy. "Official 
communications make up over a half of a German manufacturer's en¬ 
tire correspondence" according to Walter Punk, the Reich Hlnlster 
of Economics. 

Expansion and contraction of enterprises requires the permis¬ 
sion of governmental Inspectors and is determined primarily, not 
by economic considerations, but by the needs of the state. The 
entrepreneur continues to bear the financial risk, as the owner of 
his enterprise, but he must obey orders and may be removed, tem¬ 
porarily or permanently, from the leadership of his enterprise, on 
grounds of lack of loyalty or of poor management. His profit rate 
is officially limited. To be sure the government may help him with 
subsidies and privileges whenever the interests of the state ren¬ 
der such assistance advisable. But, being a "master in his house" 
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with regard to his employees, the businessman is a trustee of the 
government in the exercise of his entrepreneurial functions. 

The Nazi regime abstains from attempts to nationalize indus¬ 
tries. In fact some enterprises that belonged to the state were 
time and again turned over to private business. German transporta¬ 
tion facilities, however, continue to be operated as state prop¬ 
erty and there is no intention to change their status. The regime 
does not treat the property Issue in terms of a fixed principle 
but rather as a matter of expediency, and by and large it prefers 
a regimented and coordinated private economy to outright state 
ownership and operation that would smack of the hated Bolshevik 
experiment. The government has recently created a mammoth concern 
named Goehring Werke after its head, Hermann Goehrlng, Germany's 
economic dictator. It is a vertical combination involved in mining 
iron ore and coal, in producing steel, in manufacturing armaments 
and also in shipping and trade. The new enterprise is by far the ' 
largest single industrial establishment in Europe, The Goehring 
concern did not replace any private business; it was organized as 
an addition to existing industry. It was created because of the 
scale and speed of the government's programs, and was necessary 
for the purpose of closing a gap in the drive for self-sufficiency. 
The necessity was for the extraction and use of poorer iron ores 
which would be unprofitable from the commercial standpoint. 

MATERIALS AND TRADE 

Germany's war conquests secured for her the control (direct 
or indirect) of iron-ore deposits on the European continent and 
relieved the shortage of many other raw materials. Normally Ger¬ 
many is fully Independent of Imports in only a few items, for 
Instance boal and potash. She is entirely lacking in rubber, cot¬ 
ton, nickel, tin, silk, hemp, Jute; she must cover by Imports up¬ 
wards of ninety per cent of her needs in wool, flax, oil, copper 
aluminum; and she has smaller deficits in many other Industrial 
and agricultural raw materials. The situation was not left to the 
operations of free markets and to friendly international coopera¬ 
tion; the Nazi leadership attacked the problem with a dogged de¬ 
termination to obtain economic Independence from foreign sources 
at any cost. 

Production is affected in two ways by this policy: (1) with 
the assistance of science, all available native resources are 
thoroughly exploited, often with little regard to profitability; 
and (2) production of substitutes, has been developed to a degree 
that promises a radical, not to say revolutionary, change in the 
raw-material basis of modern industry. The German word Ersatz be- 
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came popular throughout the world during the first World War, but 
under the present regime it has acquired a new significance due 
to remarkable achievements in chemistry. Plastics and other syn¬ 
thetic materials, _i._^,, raw materials produced in chemical labora¬ 
tories, often excel, for some purposes, the natural products that 
they replace. A quarter of a century ago nitrogen extracted from 
the air caused an irreparable blow to Chile's monopoly of natural 
nitrates. In the interval between the two wars many new substi¬ 
tutes were created in Germany, but the Nazi regime threw the whole 
weight of state power behind the new products with truly remark¬ 
able results. Among these new materials are: synthetic fibres 
which are substitutes for cotton wool, and silk; synthetic resin 
products, such as "bullet-proof glass" and roller bearings that 
outwear metal and do not require lubrication; Buna, or synthetic 
"rubber" that is manufactured from coal on a mass-production ba¬ 
sis; synthetic oil that is extracted from coal by a process of 
hydrogenation. An Impressive growth of chemical foodstuffs also 
has to be recorded. 

It is maintained in Germany that the Ersatz industries were 
created not merely to make up for deficits in raw materials but 
in order to secure goods superior to natural products. But the 
cost of most synthetic materials is far above the prices Germany 
had to pay for imported natural products and, though the costs 
have gradually been reduced, the forced development of substi¬ 
tutes Imposes a heavy burden on the economic system because of the 
enormous amoimts of capital required and the artificial direction 
of Investments. In addition to the use of substitutes, Germany 
tries hard to encourage a fuller utilization of native resources 
regardless of cost. The agricultural "production battle" was di¬ 
rected toward this end. The production of hemp was started from 
practically nothing; strenuous efforts were made to increase the 
output of fodder and feed; the acreage iinder flax was increased 
ten or eleven fold; timber production expanded considerably when 
the cutting rate was raised drastically by decrees which showed 
little regard for sound principles of reforestation. Old rubber 
la successfully regenerated. Generous government subsidies are 
granted to the participants in the "production battle." 

These extraordinary measures have reduced - but have by no 
means removed - German dependence on foreign markets. When the 
Nazi regime was established, Germany enjoyed a substantial export 
surplus. Germany's refusal to devalue the mark at a time when all 
leading countries were departing from the gold standard created 
increasing difficulties for her foreign trade. Despite the liqui¬ 
dation of reparation payments and the "standstill agreements" the 
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Relchsbank’s holdings of gold and foreign exchange dropped, ac¬ 
cording to official figures, to about 1.5 per cent of the total 
note circulation. Although these figures are seriously questioned, 
the fact remains that Germany decided in a most unorthodox fashion 
to maintain imports indispensable for rearmament and other "rea¬ 
sons of state." 

At the end of 1934 the government put into effec t Dr. Schacht' s 

"new plan" designed to control foreign trade in general and the 
supply of imported goods In particular. Numerous special boards 
were established whose function it was to determine what goods 
should be imported, where they should be imported from, and in 
what quantities they were needed. The new plan led first of all 
to a drastic curtailment of imports of foodstuffs and manufactured 
goods as a means of being able to buy the supply of deficient raw 
materials that was desired. In addition to the traditional re¬ 
strictions (high duties, quotas, etc.) the import trade was sub¬ 
jected to a radical geographical reorientation as Germany began 
to shift her purchases to countries willing "to play the game" - 
that is, to take German goods in exchange. Initial outright barter 
agreements were replaced gradually by a method of Indirect barter 
known as "exchange clearing agreements" in order to eliminate 
payments in gold or foreign currencies. Germany drastically re¬ 
duced her imports from Great Britain, Western Europe, and the 
United States, and increased those from South America, South East¬ 
ern Europe and Africa. From the economic standpoint the new plan 
was burdensome - not to say preposterous - as Germany had fre¬ 
quently to buy goods of inferior quality and at relatively high 
prices. But the Nazi regime set high value on the growth and 
spread of its economic and political influence in those countries 
that it was able to gear to its own economy through the purchase 
of their surpluses of foodstuffs and raw materials. 

At the same time the government Inaugurated a vigorous export 
policy and centralized and regimented the foreign trade of Germany. 
The nations with which she carried on trade under these agreements, 
being paid in blocked marks that could be used only to buy German 
commodities, were practically forced to import whatever goods Ger- 
laany saw fit to deliver, which frequently were not what they need¬ 
ed or wanted, but what Germany wished to sell. Exports were stimu¬ 
lated by "dumping," that is by selling abroad at prices lower than 
those paid at home. The government subsidized such "dumping" of 
goods abroad to the amount of about a billion marks annually. The 
nioney for these subsidies were obtained from a tax on German in¬ 
dustries. 

The domestic distribution of goods does not follow the ordi- 
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nary procedure in free markets; it is subjected to strict regi¬ 
mentation in accordance with the interests of the state, and has 
little reference to the needs of consumers. Civilian consumption 
is kept at a level that is necessary to maintain the population in 
a satisfactory working condition high enough for the state 

to achieve its purposes. Raw materials are allocated in accord¬ 
ance with the requirements of economic mobilization; so as to en¬ 
able Germany to prepare for war and to withstand successfully a 
long blockade. Both production and consumption are directed into 
channels suitable to the paramount goal. Goehring's famous epi¬ 
gram, "Guns instead of butter," expresses well the system of pri¬ 
orities established in Germany long before the present war actu¬ 
ally commenced. The drastic drop of German production in the years 
of the world crisis created conditions favorable for rearmament 
in peace time. To the productive apparatus working at low capaci¬ 
ty* government orders for tanks, airplanes, submarines, uniforms, 
barracks and airdromes were extremely welcome. The modernization 
and rationalization of plant facilities during the period of "bor¬ 
rowed prosperity" in the twenties put into the hands of the Nazi 
government a highly efficient mechanism that needed full utiliza¬ 
tion and possibly expansion, but not change. The chief problems, 
consequently, lay in securing a proper distribution of raw materi¬ 
als, capital, and labor. 

The government's policies and decrees showed little regard 
for theoretical niceties. A job had to be done - any means that 
would achieve the end met with approval whatever the cost in mon¬ 
ey or in inconveniences to the German people. Civilian consump¬ 
tion was rationed step by step. Nutrition needs were put above 
luxurious living and even above customary diets. As utmost econo¬ 
my in current consumption was considered imperative in view of 
the decision to store huge quantities of food and other necessi¬ 
ties, rations varied according to the age and occupation of the 
individual, and the degree of scarcity of the conmodity in ques¬ 
tion, Propaganda was used to "steer consumption" into desirable 
channels in order to relieve shortages or to absorb surpluses. 
People were urged and instructed to eat and wear substitutes and 
to like it. According to impartial testimony,"the German public 
seems to be remarkably susceptible to suggestion of this type, -and 
it constitutes an important additional method of control over the 
distribution of food supplies." The construction of homes for the 
population has been interfered with by the enormous program of 
constructing roads, barracks, and fortifications; this is, in fact, 

but a phase of the adaptation of the German economy to the slngl© 
purpose of waging war. 
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PRICE CONTROL 

The formation of prices is under strict supervision of the 
totalitarian government. The government regulates them instead 
of leaving their determination to the influences of free, or even 
of unregulated, markets. Price control began, in the period of 
the Weimar Republic, in a more or less incidental fashion. But 
the Nazi regime made price regulation one of the pillars of its 
economic system. The powerful cartels and other monopolistic com¬ 
binations were not abolished; on the contrary, the minister of 
economics was given authority to organize new cartels, and even 
to make some of them compulsory. Thus "natural" cartelization was 
encouraged by the government, but - and this is the crux of the 
Nazi attitude, the "natural" process was put under the virtual 
dictatorship of the state. The state demands "fair" and stable 
prices. The general principle of price making is expressed in the 
obviously vague instruction that under no circuTastances must the 
selling price be higher than sufficient to cover the necessary 
costs of production including a reasonable allowance for depreci¬ 
ation and a reasonable profit. The industrial and trade "estate" 
cooperates with the government and insists on comprehensive book¬ 
keeping among individual enterprises. With regard to some imported 
goods whose prices are not fixed outright, the government main¬ 
tains that shortage of supplies must not lead to price increases 
and that if world prices go up the rise must, as far as possible 
be absorbed by traders and not by consumers. 

Actual price fixing under the Nazi regime began In 1934, 
when a special decree prohibited the raising of prices on all com¬ 
modities vital for daily needs - except when special permission 
was granted. Only luxury goods were excluded from the provisions 
of this decree. Soon the government went a step further; it ap¬ 
pointed a price-commissioner, with wide powers, whose duty it be¬ 
came to establish, at his discretion, the price of every commodi¬ 
ty on an economically sound level. This was done in order to pro¬ 
tect consumers against exorbitant prices, and also to protect 
producers against cut-throat competition. With the announcement 
of the second four-year plan the "commissioner of price formation" 
was given supreme control over all prices In Germany, subject 
only to supervision by the economic dictator, Goehrlng. At the 
end of 1936 the commissioner issued a most drastic order, known 
as the "price stop decree," prohibiting any price rises above the 
then prevailing level except with his specific approval. It be¬ 
came Illegal to offer as well as to ask a higher price. 

By and large price fixing seems to have been successful as 
far as enforcement is concerned. But bottlenecks appeared that 
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required government intervention. The office of the commissioner 
was flooded with requests for "justified exemptions," to get 
around the price rigidity. The quality of some products was low¬ 
ered; illegal admixtures and adulterations were recorded. It is 
significant - and undoubtedly due to the methodical system of 
price fixing - that during the first year of the present war the 
prices of foodstuffs, raw materials and finished goods rose (ac¬ 
cording to official statistics) only between three and four per 
cent, whereas in 1917 agricultural and industrial prices in Ger¬ 
many advanced by fifty-seven and forty-one per cent respectively. 

LABOR POLICIES 

While taking over the regulation of production and prices the 
Nazi leaders were confronted with the enormous task of adjusting 
the labor supply to their ambitious plans. The "unemployment bat¬ 
tle" was hardly won when a growing labor shortage began seriously 
to upset their program. As early as 1936 some employers complained 
of shortages in skilled labor. The launching of the autarchy and 
armament campaigns required new labor armies. Instead of relying 
on market forces, the new regime placed its hopes in a thorough 
regimentation of labor and the ingenuity of government offices as¬ 
sisted by the Labor Front. The numerous devices of the Nazi gov¬ 
ernment led to a gradual elimination of occupational freedom in 
Germany. The struggle between capital and labor characteristic of 
democratic Germany under the Weimar republic was put to an end at 
the very beginning of Nazi domination. But the worker, though de¬ 
prived of civil liberties and \inlon protection, was still master 
of his body and his skill; he could offer his services to the 
highest bidder, could move from one place to another, and could 
shift from one specialty to another one at will. Decrees and ordi¬ 
nances, following each other in quick succession, converted work¬ 
ers into "industrial soldiers" who have to work where they can 
serve best the Interests and alms of the regime. Side by side with 
military conscription, Germany has "enriched" the world with a 
system of labor conscription and mobilization. Rationalization of 
labor supply is considered a legitimate and vital phase of the 
planning of economic life. 

In 1933-36 the problem was how to reduce the supply of, and 
increase the demand for, labor. Soon afterward the government pro¬ 
gram created an almost Insatiable demand for labor power and skill* 
Reversing its former "doctrines" and policies, the Nazi government 
began to encourage the employment of women; women were no longer 
to be prevented "from getting jobs by an equally keen desire to 
get husbands." Because the shortage of female labor was greatest 
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in agriculture and In household employment, a special decree made 
work In these two occupations a prerequisite for obtaining any 
other kind of Job. The women's division of the Labor Front vigor 
ously supported the campaign for reemployment of females. The cam 
palgn was successful; on the eve of the present war, a full third 
Of all people gainfully employed wore women. 

In addition, the Nazis called upon adolescents and the aged- 
compulsory vocational training, with an emphasis on skill rather* 
than on general education, made youth available for the needs of 
the state. On the other hand, business enterprises were ordered 
to take on a certain number of employees over forty years of age 
so that younger employees could be made available for occupations 
requiring youth. Incredible as it may seem, even the ostracism of 
the Jews was dropped when the "labor hunger" became acute: many 
of them were reemployed, though kept apart from "Aryan" workers. 
Ex-convicts and even criminals in jails were enlisted in the work 
program. The Nazi official platform promised to care for the 
"little men," such as small shopkeepers, peddlers, and artisans. 
This pledge, however, was soon forgotten. By means of taxation 
and price-fixing, the government forced thousands of them to close 
their "unprosperous" businesses and to join the ranks of industri¬ 
al labor, Germans living abroad were urged and sometimes compelled 
to return to their homeland; they were lured from countries suf¬ 
fering from unemployment and were told about job opportunities in 
Germany, but not about actual working conditions there. 


Two devices were particularly helpful in enabling the govern¬ 
ment to acquire full control of Germany's labor force and to di¬ 
rect it at will; th^ese were the "labor book" and the employment 
monopoly. All workers were required to possess "labor books" is¬ 
sued by the government and containing their respective full voca¬ 
tional records. No person can be employed without this document. 
Official labor exchanges existed in Germany under the Weimar re¬ 
public, but the Nazi government granted them a monopoly of employ¬ 
ment service. These Exchanges, because of their complete control 
of the labor market, have become an important instrument in plan¬ 
ning the allocation of labor; employers are obliged to apply to 
them for all requirements of hired labor. At the discretion of 
these employment offices, workers may be shifted from region to 
region and from occupation to occupation. Not only is an employed 
person forbidden to leave his position without the office's per- 
ralaslon, but he may be assigned to another job without regard to 
hla own, or his employer’s, wishes. No less than 400,000 workers 
were recruited by the simple method of conscription for the con¬ 
struction of the Siegfried Line on Germany's western frontier. 
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In a free economy scarcity of labor tends to push up wage 
rates, especially if the workers are organized in strong trade 
unions, and larger payrolls create an increased demand for con¬ 
sumer goods. When the enormous armament program brought about, as 
was to be expected, a curtailment in the production of consumer 
goods, the government suspended the operation of ordinary market 
tendencies by restricting both consxunption and earning power. 
Though the working time of labor is not limited by law, changes 
in wage rates are made but reluctantly. Mininrum wage rates ad¬ 
ministered by the Trustees of Labor have replaced collective 
agreements. The results of this policy hardly justify official 
Nazi claims that wages and salaries have increased considerably 
under the Nazi regime. There is virtually no \inemployment which 
gives everybody a feeling of job security but the gross earnings 
of working people have risen only about twenty-five per cent above 
the miserable depression level. To obtain an idea of the net 
earnings of labor, compulsory and semi-compulsory deductions 
amounting to not less than fifteen to twenty per cent of wages 
must be taken into account. These deductions are due to taxes, 
membership in the Labor Front, social insurance fees, and "volun¬ 
tary" contributions to the so-called Winter Relief and other 
funds » 

Thus, real wages were kept at a very low level. The formula 
"guns instead of butter" was put into effect. The huge armament 
expenditures, even prior to the outbreak of the present war, were 
financed at the cost of a reduced standard of living for the ma¬ 
jority of the people. The Nazi leadership conveniently exalts the 
Spartan mode of life and tries hard to make a virtue out of the 
dire consequences of its policies. Instead of more meat and butter 
it offers labor various compensations of a non-economic nature, 
as for Instance the spectacular activities of the "Strength 
Through Joy," organization - which was established after the pat¬ 
tern of the Dopolavoro of the Soviet Union - and its special sec¬ 
tion for the cultivation of "Beauty of Work." This latter Inspects 
factories and "persuades" employers to spend substantial sums on 
their improvement and beautification and, in general, to render 
places of work as attractive as possible. The social-welfare leg¬ 
islation (old-age pensions and other features) inherited from the 
"old regime" has been preserved, and much has been done to provide 
the workers with cheap housing facilities. By virtue of all of 
these devices, the Nazis boast that they have found a permanent 
solution of the labor problem that will preclude the reappearance 
of large scale \inemployment in the future, and a special commis- 
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Sion is already preparing elaborate plans for the post-war absorp- 
tion of millions of demobilized soldiers. ^ 

i-INANClAL POLICinS AND DEVICES 

Without adopting the Soviet system of outright ownership and 
operation of the productive apparatus by the state, the Nazi re 
gime has converted the German economy into a thoroughly controlled 
machine, serving whatever purposes may be assigned to it by the 
all-powerful driver - the inexorable state. "National Socialism 
means sacrifice" warned Hitler on many occasions. Farmers, work¬ 
ers, and businessmen have lost not only political and civil lib¬ 
erties but economic freedom also, and have become cogs in a na¬ 
tional economic mechanism. Tne military and economic mobilization 
required enormous funds for expenditure by the state. The money 
economy has not been abandoned oy the Nazis; in fact they have 
shovm a great concern for Its stability, as the memories of the 
disastrous post-war inflation in Germany are fresh in every Ger¬ 
man's mind. Tne mark, however, became a closed currency; its pur¬ 
chasing power escaped serious fluctuations because of the stern 
control of earnings and prices. 

The Nazis Ignored the warnings of orthodox economists at 
home and abroad, and ridiculed the prophets of inevitable bank¬ 
ruptcy. Declared Herr Funk, the minister of economy; "The National 
Socialist leadership will never permit that any difficulties in 
financing great economic tasks should Impair the fulfillment of 
these tasks." The first four-year plan, designed to conquer de¬ 
pression and unemployment, was crowned with success. Production 
increased by leaps and bounds and national Income jumped from 45 
billion marks in 1933 to 71 billion marks four years later. The 
extremely high tax rates introduced by the last republican govern¬ 
ments were retained and yielded, under the new "prosperity," 
enormous returns. The government has also at its disposal the ac¬ 
cumulated contributions for unemployment Insurance which has been 
relieved of benefit payments because of full employment. 

However all of these sources could not cover the rapidly- 
growing extraordinary expenditures for rearmament, and the govern¬ 
ment resorted to large scale borro-wlng at home as the foreign cap¬ 
ital markets became practically inaccessible. Control over banks 
supplemented the general regimentation and regulation of business. 
In this, as In many other instances, the !Jazls drove to an extreme 
® policy initiated by their predecessors. Tne emergency decrees of 
the Weimar republic had placed the German banks under strict state 
authority. Hitler rejected the idea of nationalization of the en¬ 
tire credit system, which had been strongly advocated by the "left 
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wing" of his party. But state control was tightened; a licensing 
system was established, and used to prevent the opening of new credit 
institutions or the enlargment of old ones. As licenses may be 
withdrawn at any time, the government holds a whip over any bank 
that would show lack of efficiency or of loyalty. The state's po¬ 
sition is fortified by its large stock ownership in German banks, 
which was acquired in the depression time when the government came 
to the assistance of hard-pressed banks. According to official 
estimates the Reich owns more than two-thirds of the capital stock 
of all commercial banks. 

Through the Reichsbank the government regulates with an iron 
hand the flow of credit to business. The fact that Herr Punk is 
both Minister of Economics and head of Germany's central bank in¬ 
dicates clearly to what extent the banking system is subjected to 
the sovereignty of the Nazi state. If it is realized also that 
most of the savings institutions are operated by municipalities, 
and consequently are under the thumb of the regime, the unlimited 
ability of the government to use the money and credit mechanism 
for its purposes becomes fairly obvious. Limitation of business 
dividends, reduction of interest rates, and supervision of private 
capital investments, together with strict control over stock ex¬ 
changes, makes it hardly possible for private credit needs to com¬ 
pete with the credit demands of the state. "Enforced savings" re¬ 
sulting from curtailment of consumption enable the regime to util¬ 
ize an increasing proportion of the national income for its ambi¬ 
tious objectives. Inflation was thus kept latent despite the fact 
that in the second half of the year 1940 the state absorbed through 
loans and taxes nearly seventy-five per cent of the national in¬ 
come. 

The warlike organization of Germany's economy in peace time 
gave her a considerable advantage in 1939 when hostilities com¬ 
menced, because there was no necessity for painful and drastic 
readjustments characteristic for the transition process in other 
(non-fascist) countries. The government formed a supreme council 
for defense, headed by Marshal Goehring - the virtual economic 
dictator of the Reich - for the full coordination of military and 
economic activities. Policies pursued by the Nazi leadership be¬ 
tween 1933 and 1939 were merely intensified and enlarged in scope. 
We refer to the allocation of material and human resources, direc¬ 
tion of production, priority of military over civilian demands, 
restriction of output, rationing of consumers' goods, storing of 
foodstuffs and raw materials, stern control of prices and profits, 
heavier taxation and borrowing. 

Nazi victories enlarged enormously the area of economic ex- 
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ploitation, and the conquered territories In Europe help to pay 
Germany’s wartime bill. Cash exactions from the occupied countries 
amount to not less than five billion dollars a year, according to 
a British estimate given in the House of Commons. Armies of war 
prisoners are obliged to work in Germany to replace Germans sent 
to the front or employed In munition industries. The German-occu¬ 
pied and controlled countries are forced to "sell" to the "master 
race" goods for which they are paid partly by German exports but 
mainly in blocked marks from which they cannot derive any benefit, 
while their own resources are being depleted. Though no official 
data are available it may be safely assvuned that Germany has taken 
over substantial gold reserves from the annexed and conquered 
countries. The volume of currency in circulation almost doubled 
during the first year and a half of the war but there are no visi¬ 
ble symptoms of inflation because of the growth of production and 
the successful control of prices and wages. The latter have re¬ 
mained relatively stable so far. Nevertheless the economic strain 
that the German people and the Nazi government must stand is 
great; the character and direction of German war efforts can be 
traced not only to purely strategic considerations but also to 
the imperative need for certain raw materials, especially oil. 

The Nazi regime has unquestionably demonstrated the value of 
a totalitarian economic system in building quickly a mighty and 
efficient war machine. But men badly need a better world to live 
in, not one in which to die. Hitler's promise of a "new order" is 
tantamount to an extension of a regimented, militarized economy 
all over Europe; should Germany succeed Europe is botind to become 
a "servile state," a war camp, a "marching army," led to new ad¬ 
ventures for the glory of the "master race" and its leaders. 



Section XV THE PROBLEMS THAT CONFRONT US 

INTRODUCTION 


There are two ways in which economic life can be studied. 

One of these Is microscopic , in the sense that It is concerned 
with the detailed description and analysis of particular economic 
conditions or processes. The other is macroscopic , in the sense 
that it is concerned primarily with the economic system in its 
entirety, and takes account of details only as representing par¬ 
ticular aspects or phases of the whole of economic life. The first 
requires careful attention to observable details and makes no at¬ 
tempt at generalizing with regard to any conditions except those 
whose particulars have been subjected to meticulous scrutiny. The 
second ordinarily proceeds from some set of assumptions with re¬ 
gard to human nature (or, more explicitly, from certain assumed 
Innate tendencies of people to behave in certain ways in certain 
economic situations) and, on the basis set by these assumptions, 
reaches a series of generalized, mutually consistent, and system¬ 
atic conclusions with regard to the total operations of the eco¬ 
nomic system. 

An unfortunate - and false - dichotomy that has come to 
characterize the study of economic life Is the tendency to label 
the results of the microscopic method "economic description" and 
those of the macroscopic method "economic theory." Regardless of 
the meanings and connotations of the names that are applied, both 
methods are necessary for an understanding of economic life. Mi¬ 
croscopic- investigation is the only way that we have of learning 
exactly what details are covered by generalization, and of learn¬ 
ing whether the details are consistent with, or necessarily lead 
to, such generalized conclusions as are reached. The macroscopic 
method, in turn, provides the working hypotheses without which any 
investigation of particulars could lead only to Incoherent and 
meaningless results. It is quite possible - even quite common - to 
separate the two methods for purposes of study, and yet each of 
them is dependent on at least a tacit recognition of the other. 

Both of these methods have been followed in the present 
study, althoxigh a greater amount of attention has been given to the 
analytical description of particular phases of economic life in the 
United States than to the elaboration of a series of theoretical 
generalizations. The analysis of markets and the exchange process 
which was presented at the beginning of Volume I was offered only as 
a scheme of theoretical organization for the study as a whole. The 
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several sections which followed were devoted to specific conditions 
obtaining in the markets to which the sections respectively applied. 
These parts of the study were given their organization by the theo¬ 
retical account of markets which preceded them, and they also pro¬ 
vided some test of the same theoretical generalizations. Then, be¬ 
cause it is an omnipresent participant in economic life, a number 
of sections were devoted to particular ways in which the state 
directs and modifies the behavior of people in various kinds of 
economic situations. The part played by the state in economic life 
as described in these latter sections, already had been stressed 
by detailed consideration, in the several sections dealing with 
particular markets, of ways in which governmental action affected 
conditions of demand and of supply, 

A basic contradiction is presented by economic life in the 
United States as we have seen it in this study. In a book pub¬ 
lished two decades ago appears the statement: "The history of 
America has been the story of the development of economic strength 
surpassing any in the world. The history of the future must be a 
chronicle of the use of that strength for good or evil on earth." 


Our study has shown as, paradoxically, the greatest aggregate of 
productive resources that ever has been known in a single nation, 
coupled with a widespread condition of economic frustration and 


bafflement. 


But our concern with economic life does not rest content when 
we learn merely that, in large areas, productive resources are not 
fully employed, people are not able to achieve the material success 
that the principle of lalssez falre has traditionally promised, 
competition does not afford the protection to buyers and sellers 
that we expect and want, living standards of great numbers of our 
people are lower than can be justified in view of our great pro¬ 
ductive resoxirces. In the course of this study we have become ac¬ 
quainted in some detail with these conditions. We know what some 
of the facts are and we must have some idea of what they mean. 

The problems with which we commenced this study had to do 
with the nature of our economic life, and with the limitations of 
our own knowledge and understanding. The problems with which we 
conclude have to do with our future course of action and, again, 
with the limitations of our own knowledge and understsuidlng. There 
can be no simple answers to the problems that confront us. Or, if 
we act on the basis of simple answers, we can be assured that our 
avoidance of initial difficulties will be more than compensated 
the difficulties that the results of our actions will bring 
upon us. It is in this spirit, rather than with any pta*pose of 
spurious conclusiveness, that this final short section is presented. 
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THE RIGIDITY OF SOCIAL INSTITUTIONS 

The present always is a point in time which lacks the con¬ 
secutiveness that history gives to the past, and lacks also the 
promise with which our hopes and our plans clothe the future. It 
never quite "belongs" either to what we xmderstand to have gone 
before or to what our expectations lead us to believe will come 
after. There are times, of which our own is a painfully pertinent 
Instance, when the present is so lacking in continuity in either 
direction as to cause men’s faith in their ways of thinking and 
acting to give way to disillusionment and doubt. At such times the 
routine day-to-day alterations of the relationships among people 
clearly will not suffice, and more and more people come to inquire 
why it is that their own time lacks both the orderliness of the 
past and the promise of the future. Such inquiry cannot be limited 
to considerations of personal opportunity for personal benefit, 
as is most often the case in ordinary times, but must lead the 
inquirers to examine, and to evaluate, the controlling conditions 
of their social life. In our own case, the skepticism of many 
Americans has come to be centered on liberal economic institu¬ 
tions • 

Yet, with the perspective that we have. It seems now that 
the age which gave birth to economic liberalism was, in a general 
sense, well served by it. As a mode of organizing economic life 
in the eighteenth and early nineteenth centuries it offered many 
practical advantages. Ihe system that was superseded by the in¬ 
stitutions of economic liberalism was stifling to enterprise, re¬ 
strictive of production, an impediment to most men's efforts to 
raise their material levels of living. The "obvious and simple 
system of natural liberty" offered reasonable assurance that the 
coamunlty would benefit through the victories of abler business 
men over their less efficient rivals, throu^ the opportunity af¬ 
forded superior workmen to Improve their economic status, through 
the security against market exploitation that competition promised 
^to buyers and sellers alike. 

Adherence to the "system of liberty" probably has lasted 
longer and has been more consistent in the United States than in 
any other country. In our case the frontier provided a natural 
setting for "natural liberty." Frontier life, while it lasted, 
supplied both the symbol and the substance of individual opportu¬ 
nity, Except for the "log-rollings", the "raisings", the "com- 
husklngs" and other forms of spontaneous cooperation, the fron- 


525 


526 


THE PROBLEMS THAT CONBTIONT US 


tlersman wanted nothing of the community except to be let alone. 
Lalasez falre, lalsseg passer . How, then, has it come to pass, 
first through "modifications" of the principle of laissez faire. 
and more recently through a widespread skepticism with regard to 
the principle Itself, that many people have become willing - even 
anxious - to sacrifice individual liberties in order to secure the 
assumed benefits of control of economic life by the state? 

This requires that we examine the foiindatlon of our beliefs. 
The eighteenth-century doctrine of liberalism was concerned with 
the liberty of individual men. Its conclusions with regard to 
practical action and the future of mankind were based on this 
conception. In this view liberty was certain to yield, in Ben- 
tham's classic expression, "the greatest good to the greatest 
number, each person to count as one." What was implicit to the 
liberals of that time was that this proposition was modified by 
the phrase, "as long as each person thinks as one and acts as one." 

This implicit limiting phrase will not survive, without still 
further limitation, the test of careful scrutiny in our times. In 
men's ways of making a living and of living together, each person 
does not think as one or act as one. This is a difference of de¬ 
gree; in Bentham's own time, people did not think and act in 
strict accordance with this norm. But the deviations now are 
greater and are growing. Individual thought is giving way before 
mass programs, and individual action is being submerged in col¬ 
lective action. In our economic life, determining power is exerted 
not so much by individuals acting according to their own free 
choices as by entrenched organizations, such as corporations and 
trade unions, with which no single individual is strong enough to 
cope. In our polltical life also, determining power Is coming 
more and more to be exerted by organized factions and pressure 
groups. 

Our ways of thinking about the conduct of affairs among na¬ 
tions also call for modification according to ascertainable facts. 
The llberallstic internationalism of Adam Smith, for example, was 
based on the conception of a nation as a free association of free 
men. As regards this assumption, also, there always have been de¬ 
viations. But here again the deviations now are greater and are 
growing. Nations are coming more and more to act according to the 
dictates of a single directing intelligence toward the fulfillment 
of a single objective. When the directing Intelligence gives way 
to fanatical fury, and the objective is distorted into sheer greed, 
the deviation from the liberal premise becomes a complete shift 
of position. 

We should not accept uncritically the broad statements that 
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have just been made. It is necessary that we test them by the 
facts that we know or that we can discover. Many pertinent facts 
have been examined in the course of this study. If we find that 
these things are true, then we must agree that the postulates 
from which the generalizations of eighteenth-century liberalism 
arise are no longer tenable. In this case we must agree also that 
it is the method of the great liberals, rather than their general¬ 
ized conclusions, that la most important to our understanding of 
our economic life. 

The great French historian, Fustel de Coulanges, had a motto 
which he gave to all his students. That motto was, quaesto , search. 
That, in a word, is the method that the great liberals bequeathed 
to us. If we use this method diligently in our treatment of the 
problems that we face, if there is among us the genius to squeeze 
significance from the facts that we find, if we can rid our minds 
of slogans, of over-generalized formulae, of too-easy explana¬ 
tions, then we, like the great liberals, will be competent to 
deal with the problems that we face. 

EXPANSION OR FRUSTRATION 

The changes in economic behavior that are described above 
have elaborate backgrounds that can be only briefly outlined here. 
They are to be found in the major shifts that have occurred in 
our system of economic organization. These shifts affect princi¬ 
pally the tendency toward equilibrium in the economic system as a 
whole. It is the "tendency of the system to equilibrate" that 
liberal economists traditionally have regarded as the center of 
the process of "automatic adjustment" within the liberal economic 
system. The tendency that is in view here is one toward a har¬ 
monious and compatible set of relationships among all supplies, 
all demands, and all prices in the markets for all commodities 
and all services. 

But the more completely economic life has come to be organ¬ 
ized around the making and spending of money incomes, and the 
greater the concomitant growth of division of labor and produc¬ 
tive efficiency, the more serious the disturbances to economic 
life due to economic depressions have come to be. Although it may 
be argued that booms in economic activity are Just as much evi¬ 
dences of dlsequllIbritun in the system as a whole, it is never¬ 
theless true that depressions provide the effects of disequili¬ 
brium that people dislike most. 

What may be an even more Important tendency affecting the 
to'tal equilibrium of the economic system has to do with "secular", 
or long-time, changes in the rate of industrial growth. In the 



528 


THE PROBLEMS THAT CONFRONT US 


expansion of the modern, mechanical, system of production, some 
branches of industry appear to have reached an optimum (in some 
Instances a super-optimum) growth, and to have assumed a presump¬ 
tive technical permanency, while other branches remain in process 
of development and relatively rapid change. The farther back one 
goes in the processes of production, the greater the degree of 
presumptive permanency appears to be. That is to say, it seems 
greatest in the branches of industry which produce raw materials, 
somewhat less in the branches which render transportation ser¬ 
vices, provide machinery, etc., and least in those branches which 
make goods for direct use by consumers. There are, of course, ex¬ 
ceptions to this broad observation (as in the case of the great 
expansion of equipment-goods industries during the present ar¬ 
mament program) but it Indicates fairly well the general tendency. 

The difference between these conditions now and. in the past 
can be illustrated by two examples from American industrial his¬ 
tory. During the rapid railroad expansion in the 1870s, '80s and 
'90s, a wide range of new occupations and new opportunities for 
the exploitation of natural resources was created. This was due 
not only to the fact that many thousand miles of new track were 
laid and that new kinds of work in the carrying trades were cre¬ 
ated, but also to the development which necessarily occurred in 
the auxiliary and complementary Industries. For rails and equip¬ 
ment to be made it was necessary that coal and iron mining and 
the capacity for making steel be greatly Increased. 

The growth of the automobile Industry had similar effects# 
With the expansion of factories for making automobiles it was 
necessary that there should grow up a wide range of services and 
facilities needed in automobile production, affecting particularly 
the steel and mechanical Industries. A great stimulous also was 
given to other major industrial fields, notably to petroleum re¬ 
fining and to rubber-tire manufacturing. 

There doubtless will be industrial developments in the future 
as revolutionary in their effects as railroads and automobiles 
have been. But it seems inevitable that the Impacts of such de¬ 
velopments on the industrial system at large will not be as great 
as in the cases cited above. It probably will not be necessary to 
develop auxiliary and complementary industries on the same scale. 
It will not be necessary, to the same extent, to make machines to 
make machines. The equipment industries already existing in this 
country have capacities large enough to absorb almost any con¬ 
ceivable demand for equipment goods without going very far back¬ 
ward in technological generations to create ancestors for a new 
machine. So far as the production of the materials essential to 
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an industrial system is concerned, it seems clear that our pre¬ 
sent capacity for producing iron, coal, and steel could meet 
greatly increased peace-time demands without further expansion. 

The same conditions apply to other materials such as petroleum, 
manufactured rubber, lumber and copper. 

An assumption connected with the theory of systematic or to¬ 
tal equilibrium is that industry at large will grow rapidly enough 
to offset the attainment of full growth by particular industries, 
and to offset also the displacement of labor and capital due to 
technological change in particular industries. This assumption is 
a part of the mental attitude of the exponents of laissez-faire , 
which an American economist, Thorstein Veblen, has called "belief 
in a mellatory trend." Ihe belief that the process of equilibrium 
tends to remove the consequences of untoward factors in the sys¬ 
tem may be questioned on several grounds. Its efficiency in this 
regard may be seriously questioned whenever the system as a whole 
no longer expands rapidly enough to offset the slowing up of ex¬ 
pansion in particular industries. 

Under such conditions the public policy which appears to 
have recommended itself is that of limiting or restricting the 
productive use of industry. By running plants only part of the 
time and employing labor for shorter hours, it is sought to give 
at least partial employment to capital and labor. And, by the 
same method, it is sought to cause productive capacity to be 
adapted to an industrial system which is not expanding rapidly 
enough to take up its own slack. Leaving administrative difficul¬ 
ties out of account, it appears possible for this method to check 
the sagging tendency of industry, and thus to assist a trend to¬ 
ward systematic equilibrium. Sooner or later, however, it must be 
recognized that the policy results in reduced employment of the 
factors of production (including human labor) and, consequently, 
in reduced total production. That raises questions of objective - 
of what people want. So far as prevailing systematic theory is 
concerned, it is obvious that the adoption of such a policy re¬ 
moves "automatlcity" from the process of equilibrium. That is not 
consistent with the system's own logic or with the postulates of 
the economic systematlzers who developed the theory of equili¬ 
brium. Neither will it prove to be consistent with what people 
want. 


ECONOMIC LIBERTY AND ITS ALTERNATIVES 

TViA two horns of our dilemma consist of categorical absolutes. 
They are stated in the first two paragraphs in the first volume 
of this study: "Ihe most significant single condition of contem- 
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porary life Is the conflict now waging between two antagonistic 
systems of social organization, the authoritarian system and. the 
liberal system. Both of these are ways in which people make a 
living and live together. Both involve principles of statecraft 
and patterns of economic organization. Both provide some certainty 
to the relations of man to man and of nation to nation. Yet, in 
terms of both morality and expediency, they are ways of thinking 
and acting which are mutually exclusive and diametrically opposed. 

"Their antagonism with regard to economic life comes from 
the conflicting premises on which the two systems are based. In 
the authoritarian view the individual is, and should be, subor¬ 
dinate in all things to the state; he has no existence on his own 
account, but only as a functioning part of a single organism, the 
state. In the liberal view the state exists only to sei*ve the 
collective interests of its members and to protect them In the 
pursuit and enjoyment of their individual liberties. Ttie economic 
life of the authoritarian system consists in forcibly carrying 
out, by organized and disciplined effort, the economic programs 
of the state with whatever care for each individual's material 
welfare the state may see fit to provide. The economic life of 
the liberal system consists in the multifarious activities by 
which individuals - each according to his own desires and limited 
by his own abilities - conduct their material affairs under the 
protection of the state. In the authoritarian system economic or¬ 
ganization and direction are provided by the head of the state, 
acting through the administrative agencies of the state. In the 
liberal system economic organization and direction are provided 
by the market."^ 

Our choice appears then to lie between a restoration of eco¬ 
nomic liberalism along lines consistent with its rational and ef¬ 
fective operation, and an acceptance of a totalitarian economic 
system. Regarded as absolutes, the first of these alternatives 
calls for action rather like that of putting the chick back into 
the egg, while the second calls for a change in the relations of 
the individual to the state in ways that are directly opposed to 
every ideal and traditional value in American life. 

But does our choice lie only between modes of economic life 
which are absolute and mutually exclusive? At numerous points in 
this study it has been shown that neither of these two systems 
ever has existed in a pure form, but that each has, in practice, 
exhibited some degree of deviation from the theoretical absolute. 

As long as men maintain their political freedom, they have power 


1. Volume I, page 1. 
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to decide and to act for themselves; the only revolution that is 
required for community action in the Interest of a more abundant 
economic life is a mental revolution based on understanding and 
appreciation of the part that the community plays in the affairs 
of the individual. Whenever men lose their political freedom, they 
may never again have the power to decide and to act for themselves 
In this sense, patriotism consists in men's faith in their own 
ability to deal with their own problems. 

ECONOMIC PLANNING 

During the years since 1929 there has been much discussion 
of economic planning In the United States, ilie Interest in this 
subject has reflected a widely shared loss of faith in the tradi¬ 
tional modes of economic life and a growing belief that stable 
economic welfare of Individuals can be achieved only through ac¬ 
tion by the community. The concern of people with economic plan¬ 
ning during the recent past has been intensified by "depression 
consciousness," and probably is less keen in these days of in¬ 
tense activity looking toward the national defense than it was 
during the period of greatest economic frustration in 1931-1934. 

(It is strange that this should be so, since the defense program 
is itself an enormous enterprise in economic planning.) This con¬ 
cern also is marked with a general approval of gradualness in 
economic change, and so avoids the dogmas with regard to revolu¬ 
tionary change entertained by Communists and Fascists. Economic 
planning generally is regarded as a more or less systematic set 
of devices which can be employed In an individualistic economic 
order. This matter of the applicability of planning gives rise 
to a set of intricate problems. 

In the first place, it should be clear that no plan designed 
to promote economic security can be to the immediate advantage of 
©very member of the community. Thus it is not possible to devise 
® program that would not be opposed by some interests - probably 
very powerful interests. An example consists in the central 
necessity, in the case of any plan, to apply controls to the al¬ 
location of capital to particular fields of production. Such nec- 
OBsary control might occur directly, through Investment by the 
state, or indirectly, through regulation of the flow of Invest- 
®6nt. It would be necessary in order to protect the interests of 
® Underlying community" - of consumers, of wage earners, of the 
J^alated business community, and even of ultimate Investors. But 
it probably would cut squarely across the Interests of certain 
investment bankers, and perhaps also of certain firms In the 
Bqulianent and building Industries. A part of such control would 
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have to apply also to the extensions of credit by commercial 
banks. Another example of conflicting special Interests lies In 
the fact that the Imposing of any plan would have an effect on 
the capital values of business and Industrial concerns now exist¬ 
ing. The owners of such concerns would oppose such an imposition 
of control if its effect were to lower the value of their proper¬ 
ties. It is presumable that any whose property would be made more 
valuable would favor the control. Various groups of wage earners 
would be similarly affected. 

Another consideration of practical Importance in this country 
is the entire set of limitations provided by the Constitution of 
the United States. Merely to mention the Fifth and Fourteenth 


Amendments should suggest the nature of these limitations. 

Special weaknesses of a number of the recent national plan- 
nlng proposals is that they are merely mellatory or, in some 
cases, are positively restrictive- Unemployment insurance, for 
example, is not a remedy for unemployment- It has a large Justi¬ 
fication on the grounds that some industries are necessarily 
seasonal in character, also on the grounds that changing indus¬ 
trial methods always will cause some wage earners to be at least 
temporarily without work. These eventualities mean economic in¬ 
security and must be provided against- But behind such provision 

must be a program which aims to keep people regularly and produc¬ 
tively employed. 

A weakness of a larger order in some recent proposals for 
economic planning consists in the sanction that they offer to re¬ 
striction of production. Purposely to reduce the production of 
goods and services is to impair, rather than to improve, the ma¬ 
terial condition of the community. Any plan, to be effective - 


and ultimately to be acceptable - must aim at utilizing produc¬ 
tive resources to the fullest extent. It is clear, of course, that 
this fullest extent" is necessarily limited and conditioned by 
provision of reasonable hours of labor for workers. Such provi¬ 
sion, looking toward increasing leisure, would be an appropriate 
&ny plan, and would necessarily be taken into account in 
measuring the fullest extent" to which productive facilities 
would be utilized. 


Lastly, and most important, it is necessary that any "plan”j 
that is worthy of the name, have some clearly conceived objective. 
Planning must be for something. In this regard, many people have 
been muddled in their thinking, and have talked as if a pla^ 
could be composed of a little of this and a little of that, with¬ 
out regard to any total objective. The existing methods of deter¬ 
mining objectives raise some complicated problems. The princlpl® 
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of democracy implies that a showing of hands will decide such 
questions; that a majority of votes will point the way. But can 
a majority be mustered to the support of a particular plan? Is it 
not more likely that support will be divided among a dozen, or a 
hundred plans? Being in favor of one plan means being opposed to 
the other eleven or ninety-nine. And can we assume that people 
know what they want? And if they do know, can even a majority of 
votes Insure that the plan advocated is wise, or sound, or even 
self-consistent? Should the purpose of planning be to give people 
what they want, or should it rather be to give them what they 
think they want (assuming that these things can be known or ex¬ 
pressed)? If the former, who is to decide? If the decision is 
made by one group, in consistency with its own objectives, and if 
force is applied to give effect to the group program, the result 
is not planning in the sense here conceived, but is revolution. 

The difficulties ascribed to economic planning are clearly 
no more perplexing than those which apply to revolutionary pro¬ 
grams of reform. Revolutions occur when substantial numbers of 
people, made desperate by the conditions under which they live, 
or under which their leaders cause them to believe that they live, 
organize for direct action. The premise from which economic plan¬ 
ning proceeds is that people can act together intelligently 
toward the problems which beset them, and, in so doing can sub¬ 
stitute gradualness for revolution.^ The extent to which intelli¬ 
gence is applied will depend on how thoroughly the meanings of 
existing trends are understood and appreciated. The actual work 
of planning rests on the application of techniques of analysis to 
problems involving adjustment and balance. The administration of 
any plan is concerned with the coordination, synchronization and 
articulation of economic processes toward a definite objective. 

It seems clear that such an objective would Include an optimum 
production of goods and services, balanced in relation to each 
other, and distributed among the members of the comunity in such 
a way as to raise the lowest living standards to a higher level. 

An approach to the general problems of economic planning is de¬ 
scribed below. The approach that is Indicated does not aim at a 
final solution of all economic difficulties; it recognizee, in 
fact,that planning Itself creates new problems. A consciousness 
of the technical difficulties that have to be faced, and the pro¬ 
vision of methods for dealing with them, must constitute the 
basis from which any program of planning proceeds* 

1. In this connection, it is necessary to observe the dictum of 
Professor Plgou, that "gradualness must not be taken as a pleas¬ 
ant name for doing nothing.” 
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PROSPECTS OF ECONOMIC PLANNING* 

Whether we fear or welcome these prospects of an evolutionary 
trend or a revolutionary shift toward governmental regulation, we 
must all agree that the relation of the state to private enter¬ 
prise is a problem which the social sciences should join in at¬ 
tacking. 

No scientifically minded man nowadays will assume that the 
immediate aim of this attack should be to pronounce a verdict 
that laissez faire is better than governmental regulation, or 
that governmental reg\ilation is better than laissez faire . It is 
not the business of the social sciences to say what is good and 
what bad; all they can do is to trace functional relationships 
among social processes, and so elucidate the most effective means 
of attaining whatever ends we set ourselves. Nor should any one 
expect a demonstration that private enterprise always begets one 
set of results, that governmental planning always begets a differ¬ 
ent set and that as citizens we have merely to choose which of 
the two sets we prefer. The problem is not so simple as that. On 
the contrary, it is a problem of numerous variables that may com¬ 
bine with one another in an indefinite number of ways, and a given 
combination may produce very different results when applied to 
different processes. Our choice does not lie between two sharply 
contrasted systems, private enterprise and governmental regula¬ 
tion; the real choices that we shall be making more or less de¬ 
liberately are choices among the Indefinitely numerous possible 
mixtures of private enterprise and governmental regulation, as 
applied to this, that, or the other type of activity, under dif¬ 
ferent conditions of time and place. Hence the coirmon attack of 
the social sciences upon this problem should aim, not at finding 
a solution, ' but at finding methods by which communities can 
carry on intelligently the process of working out the endless 
series of detailed solutions with which they must keep experi¬ 
menting. .. 

American methods of applying intelligence to the guidance of 
economic evolution have run the gamut from a rather extreme re¬ 
liance upon individual enterprise \mder some circumstances to a 
rather extreme reliance upon the federal government under other 
circumstances. However, one simple generalization may be ventured! 
we have seldom tried to work out national plans except when some 


#»* discussion under this heading is reprinted by permission 

from Intelligence and the Guidance of Economic Evolution", an 
address delivered at the* Harvard Tercentennary Conference of Arts 
and Sciences, September, 1936, by Wesley C. Mitchell. Only a part 
of Professor Mitchell’s paper is reprinted here. 



THE PROBLEMS WITH WHICH WE CONCLUDE 


535 


considerable group among us has become seriously dissatisfied with 
the results of private enterprise, or of private enterprise as 
regulated by local or state governments. In the life of the na¬ 
tion, planning plays the role that thinking plays in individual 
life. Both processes are resorted to typically to find ways of 
surmounting difficulties that occur in the course of routine be¬ 
havior. And just as our individual thinking is commonly directed 
toward an immediate, specific difficulty, so most of our efforts 
at national planning have dealt with some single need that has 
been keenly felt by groups sufficiently numerous or sufficiently 
powerful to command attention. Let us call this "piecemeal plan¬ 
ning." Examples are campaigns for federal aid to develop turn¬ 
pikes and canals in our early days, for protective duties on im¬ 
ports, for the abolition of slavery, for free silver, for reduc¬ 
tion of railroad rates, for curbing the "trusts," for "prohibi¬ 
tion," for old-age pensions, and so on almost without end. The 
groups pushing these plans have been animated at times by philan¬ 
thropic zeal and at times by sordid interests; some groups have 
relied upon fervid appeals to the moral conscience, some upon 
frank presentation of economic claims, some have resorted to 
bribery. What they have in common is advocacy of a measure de¬ 
signed to accomplish some one change in social organization, with 
slight regard to its collateral and long-run effects upon other 
social interests. 

Of course piecemeal planning is defective in principle, how¬ 
ever high its aims and however generous the spirit that inspires 
it. Each of the social sciences has its own way of demonstrating 
that all social processes are inter-related. When we alter the 
conditions under which one process operates we are certain to af¬ 
fect other processes. Many of these unplanned effects are negli¬ 
gible, but some are important; among the latter effects some may 
be pleasant surprises but others are likely to be unpleasant. 

Also we know when we stop to think that the long-run effects of 
our reforms often differ widely from the immediate effects that 
we Intended to produce. However heartily we approve the abolition 
of slavery we must admit that emancipation as we effected it with¬ 
out regard to the cultural status of the slaves was attended by 
grievous results not only for the former masters but also for the 
freed men and for the relations between the northern and the 
southern states. No measure is so good in Itself that its advo¬ 
cates are Justified in thinking only of its direct and immediate 
effects. In short, we are not making the best use of what limited 
intelligence we possess when we plan on a piecemeal basis. 

Though piecemeal planning la our common method of attempting 
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to use the powers of government, on occasions we devise programs 
dealing with many matters at the same time. Every party platform 
makes pretensions to be a program of this sort; but we have 
learned not to take them seriously. Outstanding instances in our 
history are the adoption of the Articles of Confederation and the 
Constitution, the economic planning of Alexander Hamilton, the 
economic mobilization during the World War, and the attempt of 
our present administration to inaugurate a New Deal. In each in¬ 
stance, the country faced a grave emergency - only under such 
pressure have we ever set ourselves vigorously to the task of 
thinking out and putting into practice a comprehensive scheme of 
national policies. Two of these emergencies were produced by war, 
one by the inefficiency of existing political organization, two 
by economic troubles.^ When times are good, we let well enough 
alone. As yet we have not risen to the point of continuous system¬ 
atic efforts to think out coordinated policies that will make 
what we deem satisfactory better still. 

Planning in the face of national emergencies is commonly 
handicapped by the need for quick action. There is not time 
enough to bring the nation's full intelligence to bear upon the 
problem. The more intense the pressure the less the chance of 
doing a good job. The framers of the Constitution set an admirable 
precedent by taking time for deliberation; but our later emergency 
plans have been hastily concocted. Of course the inspirations of a 
desperate moment are sometimes fortunate; but we do not trust to 
luck in our most rational activities. To design an efficient Na¬ 
tional Industrial Recovery Act is vastly more difficult than to 
design an efficient bridge across the Golden Gate. The one task 
we essayed in a fine frenzy of good intentions and rushed it 
through in short order; the other we performed deliberately after 
elaborate study of the geological as well as the mechanical fac¬ 
tors involved. 

One reason why we act less rationally in devising national 
plans than in building bridges is that the sciences of social be¬ 
havior lag far behind the natural sciences in certainty. If econ¬ 
omists, political scientists and sociologists could tell us how 
certain proposals would work in practice with as much assurance 
as engineers can give, we would leave technical matters largely 
to them. The layman is naturally disinclined to trust professions 
whose members seem to be continually disagreeing with one another. 

1. Another such emergency, the present national-defense program, 
is shaping what well may prove to be the most comprehensive 
scheme of economic planning that our coxintry yet has known. 

(H. T.) 
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That is a justifiable hesitation as matters stand. We might, how¬ 
ever, if we chose, so alter the present status of affairs that we 
could make fuller use of the social sciences and, what is not 
less important, of the practical sagacity possessed by experienced 
citizens in many walks of life. 

What I have in mind is an attempt to organize ourselves for 
deliberate and systematic study of social problems. Organization 
is often a critically important factor in determining the effi¬ 
ciency of group action. The same men who made a mess of national 
government under the Articles of Confederation made a success of 
national government under the Constitution. It is conceivable 
that we of the present generation who flounder so in public policy 
might reach a decidedly higher level of efficiency by following 
the example of reorganization set by the Fathers of the Republic. 

Precisely what form an organization for the study of social 
problems should a3s^lme and how it should operate are delicate 
questions, but experience suggests some simple answers. First, 
the organization should be a continuing one, not like a constitu¬ 
tional convention that draws up a plan of government and adjourns 
sine die; for social problems are ever assuming new forms and the 
task of dealing with them is never finished. Second, to be effec¬ 
tive the organization should center in a small board, responsible 
not for making technical studies and formulating plans - that 
task calls for more technical knowledge and more insight than any 
small group possesses - but for seeing that studies are made and 
that plans are formulated. It would be the board’s task to make 
sure that in this work available knowledge is utilized to the 
full - not merely such contributions as social scientists could 
make, but also the contributions of experienced men of affairs, 
and the contributions of natural scientists, which are fundamental 
to many social problems. Also it would be the board’s particular 
care to see that before measures were proposed for dealing with 
one issue the collateral effects, direct and indirect, immediate 
and delayed were considered. The board should endeavor to take up 
problems before they reach the emergency stage, while there is 
time for full consideration before reaching a decision. To enable 
it thus to focus the Intelligence of the nation upon social prob¬ 
lems of a wide and shifting range, the board should have a tech¬ 
nical staff including men of many qualifications, means for ob¬ 
taining professional assistance from any one whose counsel is 
needed and close contacts with government agencies, federal, state 
and local. It should foster the planning attitude toward public 
problems, cooperating with the state regional and municipal plan¬ 
ning organizations in all parts of the country. Finally, it should 
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give all the Interests affected by the issues under consideration 
an opportunity to present their views before it formulates pro¬ 
posals. 

The most effective way to secure genuine cooperation among 
men of different disciplines is to get them to unite in attacking 
common problems. The specialists who participated in seeking sol¬ 
utions for the concrete problems taken up by a planning board 
would have facilities for thorough investigation, and they would 
have time to absorb in as large a measure as human limitations 
permit the significance of one another’s contributions. While 
serving the board they would also be promoting the type of knowl- 
edge that the world most desperately needs - knowledge of human 
behavior. 

An organization of this character would have the be^t chances 
of rendering service if it were accepted by public opinion as an 
agency of the federal government, but an agency empowered merely 
to draw up plans for consideration by the constituted authorities 
or the voters. No doubt the outcome of the deliberations upon 
many issues would be a recommendation to take no public action. 

In the many-faceted problem of how best to combine governmental 
regulation with private enterprise it might as often counsel a 
policy of lalssez faire as a policy of intervention. If I am 
right in forecasting a multitude of demands that the federal 
government extend its activities vigorously in the future, I may 
be right also in thinking that a planning organization, charged 
to study the collateral and the long-run effects of public poli¬ 
cies, would be the best safeguard against ill-considered measures. 
Only the careless will jtunp to the conclusion that systematic 
study of national problems by a federal agency would accelerate 
the trend toward governmental regulation. It might have the op¬ 
posite effect. 

Needless to say, the most wisely guided organization for na¬ 
tional planning would encounter opposition. Every attempt to ex¬ 
tend the role of Intelligence over new areas seems to many per¬ 
sons presumptuous or silly. Despite the plainest explanations that 
the central board was merely a device for focusing the practical 
wisdom and scientific knowledge of the whole community upon prob¬ 
lems that have to be dealt with in some fashion, there would be 
misunderstandings aplenty. Of course interests that thought them¬ 
selves threatened would attack the organization with the weapons 
of prejudice, misrepresentation and ridicule. Reformers in a 
hurry would wax indignant over the deliberate methods of a board 
that tried to foresee consequences before it recommended action. 
Early friends who expected the prompt formulation of sweeping 
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plans embodying their own predilections might be turned by disap¬ 
pointment into enemies. Unless public opinion really believes that 
it is worth while to think carefully about social problems, no 
planning organization worthy of the name could last long in a 
democracy. 

Even if given a fair trial, the organization would find its 
technical tasks exceedingly difficult. Experienced men of affairs 
and social scientists know how hard it is to foresee the indirect 
and cumulative consequences of public policies, to approximate 
social gains and social costs, to find the most efficient ways of 
accomplishing given ends. And the ends to be aimed at are not 
given; they must be chosen. There have been occasions in American 
history when public opinion accepted a definite end as paramount; 
but these occasions have been rare and of brief duration. They 
vastly simplify the problem of national planning. For example, 
economic mobilization during the World War was facilitated by the 
fact that a large majority of the people were ready to sacrifice 
comfort, property and life for military success. But seldom is 
the national scale of values thus crystallized in a single domi¬ 
nant pattern. As a rule numerous limited ends command wide sup¬ 
port, but no one end is predominant. To make matters more puzzling, 
the widely popular ends are likely to conflict with one another. 
Most of the time a national planning organization would have to 
work amidst confusion of this sort. That condition makes planning 
difficult, but not impossible. It is the condition that most in¬ 
dividuals habitually face in their private planning. Somehow they 
manage to reach decisions despite the incompatibility among their 
desires. Presumably a wisely conducted planning organization 
could achieve a similar qualified success. In a democratic coun¬ 
try, national planners would have to serve as an agency for ac¬ 
complishing what the majority desired. But by throwing light upon 
the consequences that different lines of action would produce, 
they could contribute much toward making social valuations more 
rational. Perhaps in the long rxm the chief gain from trying to 
plan national policies in the light of their probable consequences 
would be the attainment of a more valid scale of social values 
than now prevails among us. 
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Ability in taxation, defined, 251; as 
measure of justice, 251-253; in 
current federal program, 253-255; 
measured by income, 252-253 
Administrative revenues, 235-236 
Advisory Commission to Council on 
National Defense (housing section), 
361 

’’Affected with a public interest," 
criteria, 365 

Agricultural Adjustment Act of 1933, 
49; declared unconstitutional, 52; 
operation of, 49-51; supplementary 
measures relating to, 54-56 
Agricultural Adjustment Act of 1938, 
49; operation of, 52-54 
Agricultural Adjustment Administra¬ 
tion, 50; benefits and burdens of, 
58-62; costs of, 61-62 
Agricultural policies, German, in¬ 
creased production and, 509-510; 
reduced consumption and, 510 
Agricultural products, decline in de¬ 
mand for, 30-34 

Agricultural surplus, control of, 46; 
types of, 46 

Agriculture, big business and, 27-29; 
costs in, 37-39; distribution of 
fanners engaged in, 4-7; distribu¬ 
tion of land employed in, 4-7; eco¬ 
nomic and social problem of, 26-27; 
hired labor in, 15-18; mortgage 
load in, 7-8; outlook for American, 
62-66; place of, in American his¬ 
tory, 3-4; public support of, 44- 
47; standards of living in, 18-21; 
tariff and, 46-47; technical pro¬ 
gress in, 34-36; unrestricted pro¬ 
duction in, 34 
Air Safety Board, 404n 
Alabama Midland case, 369 
Alabama Power Con^tany v. Ickes, 428n 
Albania, 483, 493 

American Federation of Labor, 120-122 
American Labor Party, 134 
Arbitration, 118 

Ashwander v. Tennessee Valley Author¬ 
ity et.al,, 428n 

Associated Gas and Electric Conyany, 
in receivership, 413n 
Autarchy, Italian, 492 et seq. 

Average earnings of labor, fluctua¬ 


tions in, 97-98; repercussions of, 
102-103 

Autonomous unions, 121 

B 

Bankhead Act of 1934, 51 
Bankhead-Jones Farm Tenant Act, 57 
Banking reform of 1936, Italian, 494 
Banks for cooperatives, 41 
"Battle of wheat", 32; 489; 494 
Benefit in taxation, defined, 250; as 
a measure of justice, 250-251; in 
current programs, 255-256 
Bismarck, the "glorious era," 502; 
nationalization of railroads under, 
504 

Black-Connery Bill, 106 
Blackshirts, Italian, 481 
Boulder Dam project, pushed by South¬ 
west, 419 
Boycott, 114 

British Cooperative Wholesale Society, 
197 

Budget, defined, 218; types of, 219 
Bureau of Reclamation, 419 
Business activity, theory of, 289-291 
Business imionism, defined, 109-110; 
dominance of, 122-124; emergency 
of, 120-122 

C 

California Fruit Growers’ Exchange, 40 
Cartelization, official encouragement 
of in Germany, 505 
Cash renting, 9 

Central Corporative Committee, Ital¬ 
ian, 487, 498 

Chain stores, 181-182; competitive 
advantages of, 182-183; taxes on, 
185-186 

Chamber of Deputies, Italian, 482,486 
Chamber of Fasces euid Corporations, 
Italian, 482; see also National 
Council of the Fasci.--'; Party, and 
National Council of Corporations 
Charter of Labor, Italian, 484-485, 495 
Child labor, limitations on, 136-137 
Civil Aeronautics Administrator, 404n 
Civil Aeronautics Board, 404n 
Civil .Aeronautics Authority, 404 
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Civil Works Administration, 310-311 
Civilian Conservation Corps, 309-310j 
aid to TVA, 430 

Clayton Act of 1914, as relates to 
labor unions, 145 
Closed shop. 111 
Collective bargaining, 110-112 
Collective farms, Russian, 465-466 
Combines, Russian, 468 
Commercial farming, before 1914, 22- 
24; in the post-war years, 25-26; 
the World War boom and, 24-25 
Commercial policy, Italian, 493-494 
Comintern, 457 

Committee of Industrial Organization, 
establishment of, 127-128 
Conununist Party, organization of, 457 
Competition, changing structure of, 
180-183 

Congress of Industrial Organization, 
130 

Consolidation of railroads, 398-400 
Conspiracy doctrine, 144 
Consumer expenditures, for food in 
relation to living standards, 166- 
168; for various classes of goods 
in 1929, 160-161; in 1935-36, 161- 
163; with changing incomes, 165- 
166, 169 

Consumer cooperation, basis of, 192- 
194; beginnings of, 194-197; in 
Czechoslovakia, 198; in Denmark, 
198; in Finland, 199; in France, 
199-200; in Great Britain, 200; in 
Norway, 200; in Sweden, 200-201; in 
Switzerland, 201; in the United 
States, 205-207; objectives of, in 
Europe, 201-202; pre-war develop¬ 
ment of, in Europe, 197-201 
Consumers, check by, on quality and 
price, 174-177; credit and install¬ 
ment selling to, 188-191; credit 
charges to, 189-190; legal protec¬ 
tion of, 177—180; status of, in 
the market, 173-174 
Consumers' Advisory Board, 174, 176, 
178, 179, 191 

Consumers* cooperatives, advertising 
expenses of, 209; capital costs of, 
210; costs of special services of, 
209-210; management and policies 
of, in Europe, 202—203; operating 
expenses of, 209; overhead costs 
of, 208; private business and, in 
Europe, 203-205; private stores v*, 
in the United States, 207-211; 
profits of, 208; retailing costs 
of, 208-209; vrtiolesaling expenses 
of, 210-211 


Consuii 5 )tion, increases of in twentieth 
century, 158-159; lack of balEuice 
with production, 164-165; productive 
needs and, 168-172; restriction of 
in Germany, 518 

Cooperatives, in agriculture, 39-41; 

Industrial (Russian) 467 
Cooperative marketing associations, 
193-194 

Corporate State, 484 
Corporate surplus tax, 264 
Corporations, Italian, 486-487, 492, 
494 

Craft unions, 109 
Credit lanions, 191 
Crop insurance, 56 
Crop-share renting, 9 
Customs duties, 246-247 
Cyclical xmemployment, 92-94 

D 

Death duties, 245-246 
"Death sentence clause" 414,415; see 
Public Utility Holding Con 5 >any Act 
of 1935 

Deficit financing, period of, 280-282; 

problems involved in, 282-286 
Dewey, Ralph L., cited, 405, 406 
Diet, requirements and costs, 166-168 
Dismissal condensation, 403n, 404 
Domestic system, 74-75 
Dopolavoro, 495-496 
Double taxation, 260-262 
"Downstream loans", 414 
Dual union, 114 
Due Process of Law, 367n 

E 

Eastman, Joseph B., 403 
Economic Nationalism, 448 et seq« 
Electric Bond and Share Cond^Lny v. 
Securities and Ebcchange Commission, 
415n 

Electric Home and Farm Authority, 

354, 435 
Elkins Act, 369 

Emergency Transportation Act of 1933, 
394, 403; revised criteria for 
rate-making under, 395 
Endloyers, legal aid to, in anti-union 
activity, 146; tactics of, v. 
xmions, 115-117 

Endloyment, factors determining the 
voliame of, 90-91 

Enabling Act of 1933, German, 502 

Enclosure movement, 75 

Equity, in land, defined, 14; decline 
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of, in land, 14-15 
Erdman Act of 1899, 150 
Ethiopia, 493 

Ethiopian war, 493, 496, 498, 499 

F 

Fair Labor Standards Act of 1938, 137, 
140, 141, 142 

"Fair return and fair value", 374, 

378, 381 et seq,, 394; abrogated, 
395; cf, Snyth v, Ames and Rate of 
return to utilities 
Farm Credit Administration, 56 
Farm income, effects of New Deal pol¬ 
icies on, 58-61 

Farm Security Administration, 57-68, 
313, 352 

Farm teneincy, development of, 11-14; 
forms of, 9-10; instability of, 
10-11 

Farmers, in politics, 42-44; monetary 
policies favored by, 45 
Fascist doctrine, 451-453 
Fascist Grand Council, 482 
Feder, National-Socialist economist, 
505 

Federal Co-ordinator of Transporta¬ 
tion, 403-404 

Federal Emergency Relief Administra¬ 
tion, 309, 311 

Federal Farm Board, operations of 
the, 47-49 

Federal grant-in-aid, 227 
Federal Home Loan Bank Board, 352, 362 
Federal Housing Authority, 352-353, 
362, 400 

Federal Operation of Railroads, 1917- 
1920, 371-372 

Federal Power Act, 414-415 
Federal Power Commission, 406-407, 
414-415; prescribes accounts for 
TVA, 423 

Federal Pure Food and Drugs Act, 177 
Federal Surplus Commodities Corpora¬ 
tion, 55, 313 

Federal Trade Commission, exposure of 
utility industry, 420; on chain 
stores, 186 

.Federal utilities activity, 420 
Federal Water Power Act of 1920, 406- 
407 

Pees, compared with license charges, 
235; nature of public, 235 
Peld-Crawford Act, 187-188 
Flncmoial policies, German, 519-521 
Food Order Stamp Plan, 313 
Foreign trade control, German, see 
Sohaoht, Hjalmar- 


Four-year plans, German, 508 et seq,; 
attack on xmemployment, 508-509; 
rearmament and, 509; success of 
first, 519 

Frictional unemployment, 91-92 
Funk, Walter, head of central bank, 
520; quoted, 510, 519 

G 

German economic organization, estates 
and, 507; place of agriculture in, 
507; war-preparedness and, 508; 
price control in, 515 et seq, 

German territorial incorporations, 503 
Gestapo, 503 
Gift tax, 245-246 
Gosplan, 464 

Government activity, 215-218; for 
welfare, 217-218; functional changes 
in, 1915-30, 225-228; productivity 
of, 216-217 
Granger movement, 367 

H 

Hepburn Act, 370 
Highway tax, 245 

Hindenburg, President Paul von, 501, 
502 

Hitler, Adolf, 455, 483, 501 et seq. 
Holding con?>anies, 399, 402; defined 
by law, 413; and power industry, 

408 et seq. 

Home Ovmers' Loan Corporation, 351 
Homestead Act, effects of, on labor 
supply, 136 

Hours of work, 103-107; and consulta¬ 
tion, 170-172; full-time and actual, 
103-104; in American industry, 104- 
105; public policy toward, 141-142; 
trend of, 105-107; under the NIRA, 
142 

Housing, defense program and, 360- 
362; maximizing benefits of subsi¬ 
dies to, 358-360; need for govern¬ 
ment action regarding, 346-347; 
New-Deal activity regarding, 351- 
354; obstacles to provision of, 
356-356; possible lines of action 
regarding, 356-358; private con¬ 
struction of, 354-355; problems of, 
345-346 

Housing shortage, causes of, 347-361 

I 

Incidence of tax, defined, 265 
Incidence and effects of taxation. 
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264-266 

Income, earned and unearned, in fis¬ 
cal policy, 258j expenditures of 
groups and, 162-163; effects of 
chsinges in on consumption, 165-166; 
uses made of, 160 
Income tax, 241-242 
Indentured servants, 76 
Industrial policies. National Social¬ 
ist, 510 

Industrial system, in America, 78-80 
Industrial unions, 109 
Industrial Workers of the World, 121 
Injunction, 116; regulated by the 
Clayton Act, 146; regulated by the 
Norris-La Guardia Act, 147 
Institute of Industrial Reconstruc¬ 
tion, Italian, 491 
Insull, Samuel, 375 

Inter-ministerial Committee for Self- 
Sufficiency, Italian, 492 
Interstate Commerce Act, 368 
Interstate Commerce Commission, 368 
et seq,; 398; 402-403 
Invisible banking, 280 

J 

Johnson Act of 1934, 388n 
Joint costs in utility pricing, 392, 
393, 396-397 

K 

Knights of Labor, 119-120 

L 

Labor, commodity characteristics of, 
69-70; demand for, in the market, 

85; from Revolution to Civil War, 
76-78; functional immobility of, 

83; geographical immobility of, 84; 
in colonial America, 75-76; migra¬ 
tions of, 88-89; the place of, in 
the economic system, 67; rise of 
town, 73-74; supply of, in the mar¬ 
ket, 85-86; under feudalism, 72-73 
Labor code, German, 506-507 
Labor disputes, settlement of, 150- 
152 

Labor force, con 5 >osition of, 81-82; 

contemporary, in America, 80-81 
Labor front, German, established 
1933, 507; income of, 508; member¬ 
ship of, 508; shortage of labor 
and, 516; women's division of, 517; 
workers' contributions to, 518 
Labor market, action of supply and 


demand in, 86-89; bargaining in 
the, 108-110; current problems of, 
152-154; features of, 69-72; for¬ 
mation of public policy toward, 
133-134; and labor unions, 108-109; 
operation of, 70-72; scope of pub¬ 
lic policy toward, 134-135; struc¬ 
ture of, 82-86 

Labor policies, German, labor short¬ 
age and, 516-517; place of labor 
exchanges in, 517; Trustees of La¬ 
bor 8ind, 518 

Labor supply, public policy towards, 
135-138 

Labor unions, current status of, 129- 
132; development of modern, 118- 
122; division in the ranks of, 126- 
129; in action, 110-112; jurisdic¬ 
tional disputes of, 114-115, 126- 
127, 149; legal aid to, 146-147; 
market policies of, 109-110; or¬ 
ganizing, 112-113; public policy 
toward, 144-147; recent growth of, 
124-126; retaining membership in, 
113; securing recognition of, 113- 
114; tactics of, 112-115 
Labor's Non-Partisan League, 134 
Lassalle, Ferdinand, 504 
Leakage, in the flow of money, 297 
Lenin, 457, 461, 462, 463 
Liquor and tobacco tax, 244-245 
List, Friedrich, 504 
Lockout, 116 

Lough, William H., quoted, 158 

U 

Malthusianism, 438, 440 
Mann-Elkins Act, 370 
"March on Rome", 481 
Maritime Labor Board, 151 
Market value, as criterion of utility 
valuation, 383-384 
Jfarxist Doctrine, 450-451 
Matteotti, 481 

l^ximum*Freight Rate case, 369 
Mediation, 117 

Mercantilism, in German economic his¬ 
tory, 504-605 

l&ller-Tydings Price Maintenance Act, 
186-188 

Minimum needs, early federal action 
on, 309-311; federal policy on, 
since 1935, 311-313; provision of, 
at onset of depression, 308-309 
Minimum-wage laws, 138-141; under the 
NIRA, 139-140 

Minister of Agriculture, Italian, 499 
Minister of Corporations, Italian,499 
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Ministry of Agriculture, Italian, 487 
Ministry of Corporations, Italian, 
487, 495, 498 

Ministry of Public Works, Italian, 497 
Miscellaneous tSLxes, 247 
Mitchell, Vfesley C., quoted, 533-538 
Motor Carrier Act of 1935, 404 
Multiplier, 295-299 
Mussolini, Benito, 455, 481 et seq, 
Mussolini Law of 1928, 490; see also 
Reclamation program, Italian 

Me 

McNary-Haugen plan, 47 

M 

National Council of Corporations, 
Italian, 482, 486-487 
National Council of the Fascist Par¬ 
ty, 482 

National Defense Mediation Board, 
151-152 

National Industrial Recovery Act, in 
relation to labor unions, 125 
National Labor Act, 150 
National Labor Board, 147 
National Labor Relations Act, 147- 
ISOj under the National Labor Re¬ 
lations Act, 148-150; under the 
NIRA, 147-148 

National Mediation Board, 150 
National Railroad Adjustment Board, 
150 

National Socialism, and culture, 503; 
eind property, 505-506; and racism, 
503; and religion, 503 
National Youth Administration, 312- 
313 

National War Labor Board, 151 
National resources, distribution of, 
449; Italian, 492-493; Gennan, 511; 
synthetics and, 511-512 
New Deal, consun^tion and, 164 
New-Deal financial policy, empirical 
case for, 291-294 

New-Deal power program, bases of, 420 
New England Division Case, 394n 
"New Masses", 440-441 
New York Commission on Revision of 
the Public Service Commission Law, 
1930, 390 

Norris-La Guardia Act, 147 
Norris, Senator George, advocate of 
public ownership, 422 
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Old-age assistance, 335-336 
Old-age insurance, 326-327; criti¬ 
cisms of, 327-331 
Open shop. 111 

Operating expenses of utilities, su¬ 
pervision of, 391 

P 

Papacy and the Third Reich, 447 
Payroll tax, 243-244 
Price control, Italian, 497-498 
Prices, as public revenue, 233-234 
Producers cooperatives, 193, 194 
Production, of consumption goods, 168- 
172 

Progression in taxation, current me¬ 
thods of, 257-258 
Property tax, 240-241 

Public and private econony, differences 
between, 217, 219-220; interdepen¬ 
dence of, 218 

Public borrowing, effects of, on the 
capital market, 277-279; for capital 
outlays, 276-277; for emergencies, 
275; versus pay-as-you-go, 275-276 
Public Buildings Administration, 362 
P*ublic credit, functions of, 271-272; 

nature of, 270-271; uses of, 275-277 
Public debt, current trend of, 279- 
282; expansion of, 273-275 
Public expenditures, 1930-1940, 228- 
231; causes of increase in, 224-228; 
classified, 220-222; economic effects 
of, 294-299; emergency, 229-231; in¬ 
crease in, 222-224 
Public finance, Italian, 494 
Public obligations, classification of, 
272-273 

Public ownership of electric-power 
plant, arguments for and against, 

421; see also Tennessee Valley Au¬ 
thority 

Public revenues, classified, 232-233 
Public Utility Act of 1935, 379, 412- 
415 

"Public utility districts", 419 
Public Utility Holding Coiqjany Act of 
1935, 413-414 

Public Works Administration, 310, 361; 
financing municipal utilities, 418, 
420; financing state utilities, 420; 
right to finance upheld, 428 
Puiq)-priffllng, defined, 287; limitations 
of, 299-303; New-Deal theory of, 
287-291 
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R 

Railroad Credit Corporation, 402 
Railroad receiverships, 402 
Railroad revenues, affected by joint 
costs, 396-397; effect of business 
cycle on, 394-395, 396 
Railway Labor Act, 150 
’’Rate agreements," 370 
Rate of return to utilities, 359 
et seq. 

Rate schedules in utility pricing, 
cost of service criterion in, 392- 
393; influence of value of service, 
392-393; principles of determina¬ 
tion, 391-392; special reference 
to railroads, 396-397 
Real wages, defined, 96; in relation 
to earnings, 96-97 

Reclamation program, Italian, 489-490; 

see also Mussolini Law of 1928 
Reconstruction Finance Corporation, 
313, 402, 405 

Regional competition, 111-112 
Regulation of public utilities, de¬ 
terioration during twenties, 374- 
375; reasons for, 365-366 
Reich Chamber of Culture, 503 
Reichstag, 502 

Relief, 312; administration of, 320- 
322; deficits and, 317-318; federal, 
state, and local responsibility for, 

318- 319; future problems of, 323- 
324; issues and problems of, 315- 
316; private charity and, 318; v, 
recovery, 316-317; work v. direct, 

319- 320 

Relief policy, implications of, 316- 
320 

Resettlement Administration, 313 
Restraint-of-trade doctrine, 144 
Rights of railroad labor, 403n 
River survey, made by U, S, Army 
Corps of Engineers, 420 
Robinson-Patman Act, 183-185 
Rochdale Society of Equitable Pio¬ 
neers, 195-196 
Rodbertus, J, K., 504 
Rousseau, 442 

Rural Electrification Administration, 
58, activities of, 421 

S 

St, Lawrence power project, rejected 
by Senate, 419; renewed interest 
in, 419n 

Sales tax, 244; incidence and effect 
of, 267-269; types of, 267 



Sanctions, in^osed by League of Na¬ 
tions on Italy, 492, 493 
Saving, theory of, 288-289 
Saving and investment, during the 
1930s, 293-294; trend of, during 
the 1920s, 291-293 
Schacht, Hjalmar, foreign trade con¬ 
trol plan of, 513 
Seamen’s Act of 1915, 143 
Seasonal unemployment, 92 
Securities and EJxchange Commission, 
control of utility financing by, 
413-417 

Senate, Italian, 482 
Share cropping, 9-10 
Sherman Anti-Trust Act, applied to 
labor unions, 145; applied to rail¬ 
roads, 370 

Siegfried Line, construction of, 517 
Smith, Adam, controverted by List,504 
Smith V, 'Illinois Bell Telephone Com¬ 
pany, 412 

Smith, W, R,, and Thompson, C. W,, 
cited, 427 

Sn^rth V, Ames, 381, 382-383 
Social investment, 302-303 
Social Security Act of 1935, 325 
Social Security Board, 331, 336, 337 
Social Security program, future prob¬ 
lems facing the, 337-344; in^rove- 
ment of health and, 338-342; life 
insurance and, 342-344; minor as¬ 
pects of, 335-337 

Socialist Trades and Labor Alliance, 
121 

Soil Conservation Act, 49, 52 
Soviets, 457 

Soviet Union business cycles in, 477; 
foreign trade of, 476; money in, 
476; profits in, 476; savings in, 
476; tax system of, 475-476; trade 
unions in, 471-473 
Special assessments, nature of, 235- 
236 

Spending-saving thesis, 287-288 
Stagnation theory, 93 
"Stalin Constitution", 447 
Stalin, Joseph, 457, 458, 460, 462 
Standards of living, 158; dietary 
costs and, 166-167 
State farms, Russian, 466 
State public-service commissions, 373 
et seq,; control of accounts and re¬ 
ports, 377; control of intercorpor¬ 
ate transactions and relationships, 
378-379; control of rates, 375-376; 
control of security issues, 377-378; 
control of service 376-377 
"Strength through Joy", 518 
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Strike, 114 
Strikebreakers, 116 
Sugar Act of 1937, 137 
Supply and demand, in the agricul¬ 
tural markets, 29-30 
Supreme Commission for Autarchy, 
Italian, 492 

Surplus financing, period of, 279-280 
Syndicates, Italian, 485, 495, 497 

T 

Tajc shifting, operation of, 265; 
types of, 265 

Tax system, definition of a just, 

250; evasion and exemption in cur¬ 
rent, 259*260; proportion and pro¬ 
gression in current, 256-259; 
qualities of a good, 247-249; in 
America, 239-240 
Taxation, re’gressive, 267-268 
Taxes, defined, 236; definition of 
proportional and progressive, 241; 
current types of, 240-247; distri¬ 
bution of burden of, 238-239; for 
non-fiscal purposes, 262-264; 
growth of burden of, 1913-1930, 237 
Technological unemployment, 94-96 
Tennessee Electric Power Company et 
al,, V, Tennessee Valley Authority 
et. al,, 428n 

Tennessee Valley Act of 1933, cul¬ 
mination of controversy, 422, sup¬ 
plemented, 1935, 422 
Tennessee Valley Authority, 313, 354; 
capacity of properties of, 425; 
cost advantages of, 429-430; cost 
allocation by, 430-432; criticisms 
of, 429-430; increases consumption 
of power through, 427; marketing 
problems of, 427-429; national de¬ 
fense and> 424; organization of, 
423; powers and duties of, 422-424; 
properties of, enumerated, 425; 
rate policy of, 426-427; summary 
of inportanoe of, 433-435; "yard¬ 
stick" principle and, 432-433 
Third Reich, as National-Socialist 
aim, 602; conceived in political 
temns, 505 

Thonqjson, C, W,, and Smith,W, R., 
cited, 427 

Trade Union Unity League, 122 
Transportation Act of 1940, 395-396; 
404, 406 et sec. 

Transportation Act of 1920, 372-373, 
387, 389, 393-394, 398; recapture 
clause, 394; recapture clause abro¬ 
gated 1933, 395 


Trusts, Russian, 468 

U 

Unemployment, Italian, 496-497; per¬ 
sistence of, 313-315; problem of, 91 
Unemployment condensation, 331-332; 

controversy over, 332-335 
United States Conciliation Service, 
151, 152 

United States Endloyment Service, 87- 
88 

United States Housing Authority, 313, 
353-354, 358 
"Upstream loans", 414 
Utility valuation criteria, original 
cost, 384, 386-387; present value, 
387-388; prudent investment, 384, 386- 
387; reproduction cost, 384-386 

V 

Valuation Act of 1913, 371, 394 
Valuation of utilities, see "Fair re¬ 
turn and fair value" 

Versailles Treaty, renounced by Na¬ 
tional Socialists, 504 
Vinson Bill, 152 
Voltaire, 442 
Voluntarism, 135 
Von Papen, Franz, 501 

W 

Wabash Case, 368 
Wage assignment, 189 
Wage-fixing, Italian, 495, 498-499 
Wage labor, American background of, 
76-78; European origins of, 72-75 
Wage rates, 96-97; concept of "fair 
wage", 99 

Wages, bargaining as related to, 99- 
100; differentials in, 101-102; 
factors determining, 99-103; govern¬ 
ment influence in determining, 101 
Wages and Hours Act, see Pair Labor 
Standards Act 

Wagner Act, see National Labor Rela¬ 
tions Act 

Walsh-Healey Act, 140 
Weimar constitution, 501, 502, 505 
Weimar Republic, 501, 504, 507, 508; 
banks and, 519; labor exchanges in, 
517; price control in, 515; struggle 
between labor and capital in, 516 
Western Distributing Cosd&ny Public 
Service Commission, 412 
Wheat CoBsnittee, Italian, 489 
Wilson Dam (l&iscle Shoals), oondlcted 
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1925, 422; kept idle in the twen¬ 
ties, 419 

Working conditions, public policy to¬ 
ward, 142-144 

Workmen’s Compensation Acts, 144 
Works Progress Administration, 311- 
312, 364; materials and labor pro¬ 


vided for TVA, 430 

Y 

"Yardstick" principle, accepted by 
President, 419; see also Tennessee 
Valley Authority 

Yellow dog contract, 115, 146, 147 
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